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[The purpose of the annual symposium conducted by the 
Tax Institute is to focus attention on a major problem of tax- 
ation by affording an opportunity for discussion by informed 
participants representing different points of vieia. 

The Tax Institute believes that the thoughtful papers pre- 
sented herein will prove stimulating and helpful to persons 
seriously concerned with tax problems, who must perforce be 
concerried also with problems of tax administration. The pub- 
lication of this volume carries with it, of course, no endorse- 
ment of the views — sometimes conflicting — of the various 
authors.'] 


FOREWORD 


SUBJECT of this year’s conference of the Tax Insti- 
tiite has an unusual signihcance. The federal income tax is 
higher than ever before in times of peace, state income taxes 
appear to be due for some increases, and a surprising number 
of local governments are turning to income taxes for new rev- 
enues. With the tendency for governmental budgets to rise and 
for taxes to continue heavy, the study of income tax adminis- 
tration becomes more urgent if we are to minimize inequities 
and attain the maximum of efficiency, certainty, and conven- 
ience in revenue administration and compliance. 

There may be only limited opportunities for general tax 
reductions in the foreseeable future that will lighten the tax 
load on investment and consumption, but there are many 
inviting opportunities for the improvement of tax administra- 
tion at the federal, state, and local levels that can make taxes 
more bearable. If as much as a billion dollars of income tax 
revenues that may be lost every year through various evasion 
practices could be captured by more effective administration, 
the taxes on those fulfilling their obligations could be lowered 
that much, or equivalent new taxes to finance higher budgets 
could be avoided. A more adequate administration of income 
taxes would also result in a more uniformly accurate deter- 
mination of taxable income among different taxpayers and over 
wider areas, with consequent gains in equity and popular en- 
dorsement of income taxation. 

Because of the growth of governmental budgets and the de- 
velopment of income taxation by federal, state, and local gov- 
ernments for new revenues, the overlapping of taxes has in- 
creased. Revenues may not be raised in the most equitable and 



VI 


FOREWORD 


effective manner, to the disadvantage of both governments and 
taxpayers. It is difficult to secure the cooperation needed 
among our numerous taxing governments for the better co- 
ordination of income and other taxes because of the many 
complications arising. To a considerable extent this is an 
administrative problem which calls for the better planning of 
tax structures, the aid of tax administrators in securing appro- 
priate tax legislation, and the cooperation of tax administrators 
in the solution of problems of mutual concern. 

The importance of income tax administration has also in- 
creased because of the recent rapid rise of the income tax to 
its position as the major source of American tax revenue. In 
the fiscal year 1948, according to Treasury statistics, the federal 
income taxes provided over $3 1 billion, or nearly three-fourths, 
of the federal government’s I42 billion of tax receipts. Pre- 
liminary census data indicate that the states obtained over |i 
billion from income taxes in the fiscal year 1948, or 13.7 per 
cent of their total taxes. At the local level, the importance of 
income taxes is rapidly growing in certain communities. 

It is well known that the determination of taxable income is 
often an arduous process, and that success demands the intel- 
ligent and hearty cooperation of the tax officials and the tax- 
payers. Of the modern taxes the income tax is often regarded 
as the most equitable, but also the most complicated. The 
services of accountants, economists, attorneys, and other tax 
experts, as well as of the courts, may be required to reach a 
reasonably satisfactory determination of taxable income. More- 
over, because the tax rates are high and many millions of 
taxpayers are involved, the game of tax-dodging has become 
more popular, and in certain respects tax administration has 
become more difiicult. 

Evidence of the greater urgency of tax administration prob- 
lems may be found in the continuing complaints of the tax- 
payers that income tax administration is encumbered with red 
tape; that the tax officials are frequently more interested in 
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collecting revenue than in determining taxable income ac- 
curately; that the taxpayers are too heavily burdened with 
responsibilities in justifying necessary deductions and other 
items affecting taxable income; that income tax administration 
is not uniform among taxpayers and areas; that the adminis- 
trative personnel is inadequate in quality and sometimes in 
quantity; that initiative and investment are restricted by fears 
of arbitrary and unreasonable determinations of tax liabilities; 
and so on. 

On the other hand, the tax administration charges many tax- 
payers with a failure to cooperate, with efforts at evading taxes, 
and with other practices that make tax administration more 
difficult. It is also said that insufficient funds are available for 
adequate income tax administration, and that despite the com- 
plaints of taxpayers the administration of income taxes has 
improved. Some of these charges and countercharges are no 
doubt the inevitable concomitants of employing income taxes, 
with their inherent complications. But it seems apparent that 
income tax administration can be improved in various respects, 
as suggested by recent studies, and the recent tendency of tax 
officials and taxpayers to come together and discuss their com- 
mon problems. 

The growing importance of income tax administration is 
further related to the emphasis in recent years upon fiscal pol- 
icy as a regulator of the health of the economy. If the economic 
and social effects of income taxation are to be consistent with 
the nation’s goal of more effective resource utilization, and a 
rising, more stable, and more equitably distributed national in- 
come, the income tax must be administered as fairly and effec- 
tively as possible, and it must not be asked to do things that 
are administratively impracticable. One can hardly become 
proficient in aviation without a knowledge of the airplane, and 
a nation cannot employ fiscal policy successfully unless it un- 
derstands the practical problems of income tax administration 
and becomes familiar, by research, with the effects of income 
taxation upon consumption and investment and the well-being 
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of the economy. The statement that no tax, whether it be uti- 
lized for revenue or regulation or both, can be better than its 
administration is particularly applicable to the income tax, 
with its broad base and its numerous complications. 

There has been a general tendency in the fiscal literature to 
emphasize issues of tax policy and to take for granted the re- 
quirements of tax administration. Perhaps this is inevitable 
when a subject involves many technicalities, as income tax 
administration does, but the basic principles of tax adminis- 
tration and the need for improved administration should be 
understandable to the general public. During the seventeenth 
and eighteenth centuries, in the transition to the dawn of 
modern fiscal systems, various writers spoke of the necessity of 
fair and efficient tax administration, as revealed by the essays 
of the Cameralists, the Mercantilists, the Physiocrats, and 
others. By 1766, Von Justi, sometimes called the greatest of the 
Cameralists, was emphasizing the fundamental importance of 
equity, certainty, convenience, and economy in tax administra- 
tion, including tax compliance. Ten years later, in his classic 
statement of tax maxims, Adam Smith gave a greater vogue in 
tax literature to the principles of certainty, convenience, and 
economy, as well as equity, and showed an appreciation of the 
close relationship between tax policy and tax administration. 

With the advent of the modern income tax, more thought 
has been given by students of government, economists, and 
others to the principles and problems of tax administration. 
But until recently, much more emphasis has been placed, in 
general, upon tax policy than upon tax administration. An 
illustration of this tendency may be found in John Stuart 
Mill’s Principles of Political Economy. Here Adam Smith’s 
maxims of taxation are quoted with approval and serve merely 
as an introduction to a discussion of how to attain justice in 
distributing tax burdens. The maxims of tax administration 
are assumed to be so self-evident that no further discussion of 
them is deemed necessary, and Mill departs for what is to him 
the more interesting discussion of tax policy. Administrative 
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problems are similarly neglected in most of the current dis- 
cussions of economic principles and problems and fiscal policy. 

Fortunately, in various tax conferences, in the studies of 
those interested in fiscal administration, and elsewhere in the 
literature of public finance, there is a widening awareness of 
the importance of tax administration. By force of circumstances 
— with the rise of public expenditures and the development of 
the income tax as a major revenue, as a result of lowered ex- 
emptions and increased rates — ^we are being compelled to de- 
vote more attention to the problems of income tax administra- 
tion. There should evolve from the experience and studies of 
tax administrators, tax practitioners, economists, and taxpayers 
a better understanding and a clearer statement of the funda- 
mental requirements of efficient and equitable tax administra- 
tion. With continuing efforts on the part of all those inter- 
ested, it should be possible to achieve a wider appreciation of 
the principles of tax administration and a much broader appli- 
cation of those principles in the tax system. Then our heavy 
and gTowing tax load may be distributed with the maximum 
equity, convenience, certainty, and economy. 

In this conference it is hoped that certain of the important 
aspects of federal, state, and local income tax administration 
will be analyzed by those who are close to the situation, and 
that a number of constructive recommendations will be made. 
Here the tax official, the taxpayer, and the tax student may 
exchange views upon administrative problems and provide a 
sounding board for the education of a wider public on issues of 
vast significance to us all. One may find here striking evidence 
of the gTeater importance of, and the greater interest in, tax 
administration. For the first time in its history, the Tax In- 
stitute has devoted a comprehensive conference to the discus- 
sion of tax administration. In the past, tax administration has 
been studied only incidentally in the discussion of property, 
income, and other taxes. Now tax administration has come into 
its own as a major element of taxation, and while we are able 
here only to scratch the surface, it is to be hoped that in the 
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few days of discussion significant contributions will be made to 
the attainment of greater equity, convenience, certainty, cour- 
tesy, and economy in the administration of our income taxes. 

As chairman, I am particularly grateful to the other mem- 
bers of the Program Committee who have contributed most 
helpfully to the arrangement of the program. They were: 

Subcommittee on Federal Income Tax Administration 
Chairman: Norris Darrell, Sullivan & Cromwell 
J. K. Lasser, J. K. Lasser & Company 
Maxwell E. McDowell, Standard Oil Company (N. J.) 

Weston Vernon, Jr., Milbank, Tweed, Hope & Hadley 

Subcommittee on State and Local Income Tax Administration 
Chairman: Frederick L. Bird, Dun Sc Bradstreet, Inc. 

Luther Gulick, President, Institute of Public Administration 
James W. Martin, University of Kentucky 

Subcommittee on International Aspects of Income Tax Administration 
Mitchell B. Carroll, Member of New York Bar and President of 
International Fiscal Association 

George F. James, Standard-Vacuum Oil Company, and Chairman of 
U. S. A. Committee of International Fiscal Association 

We are happy to have had the cooperation of the Interna- 
tional Fiscal Association in arranging and conducting the ses- 
sion on International Aspects of Income Tax Administration. 

The Committee on Local Arrangements, under the able 
leadership of Chairman Arch. W. Bowser of the American Pe- 
troleum Industries Committee of the American Petroleum In- 
stitute, made a substantial contribution to the success of the 
conference. 

In conclusion, I wish to express the debt of gratitude that 
the Program Committee owes to all those participating in tlie 
conference as speakers and audience, to the members of the 
Tax Institute and its friends for their many helpful sugges- 
tions, and to our capable Executive Director, Mabel L. Walker. 

Alfred G, Buehler 
Chairman, 
Program Committee 

University of Pennsylvania 
December, 1948 
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H eretofore income tax conferences and symposiums 
have generally been concerned primarily with matters 
of economic policy and substantive law. This is quite natural 
because these fundamentals constitute the basic grist for the 
mill of income taxation. This symposium is unique in that it 
is devoted entirely to income tax administration. 

The decision to concentrate on administrative as distinct 
from policy or substantive tax problems may have been a bold 
one, but it was surely a wise one. For, as has often been said, no 
income tax law is really a good tax law unless its administra- 
tion can also be said to be good. This is so because income taxa- 
tion is a matter which singularly injects itself into the affairs of 
men; it touches nearly everyone; it must operate in a living 
world. Unless the administrative machinery is well designed 
and operated efficiently and in keeping with commonly accept- 
able notions, the law will not work well, however sound may 
be its abstract rules and underlying policy. 

This means, among other things, that the governing rules 
must be reasonably clear and predictable so that those who are 
subject to them may plan their actions in the light of foresee- 
able burdens. It means that unreasonable retroactive appli- 
cation of new rules, having the practical effect of ex post facto 
laws historically so abhorrent to free peoples, should be 
avoided. And it means that the rules once adopted should be 
fairly, impartially, and efficiently enforced, with equal treat- 
ment to all in like circumstances, and with avoidance of un- 
necessary complications and disputes. These aspects of taxation 
are important in achieving equitable administration. More- 
over, they are important in securing and maintaining taxpayer 
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cooperation which is so essential to a tax which is largely self- 
administered. Indeed, they are important to the promotion of 
national prosperity, since stability and orderliness in adminis- 
tration tend to inspire confidence and encourage production, 
while uncertainties have a retarding ejffect. 

The symposium was designed to afford an opportunity to 
government officials, taxpayer representatives, and others inter- 
ested in the subject to survey the administration of our income 
tax laws in the hope that out of the exchange of views might 
come helpful suggestions for improvement and a wider public 
understanding of the problems involved. Preceded by a dis- 
cussion at the opening luncheon of the basic goals of tax ad- 
ministration, four sessions of the symposium were devoted to 
the federal income tax. The remaining three sessions were 
given over to state, local, and international income taxes, the 
session on the latter being conducted in conjunction with the 
International Fiscal Association. 

It seemed fitting to open the subject of the federal income 
tax with a discussion of the divisions of governmental responsi- 
bility. Ours is a government of divided powers, legislative, ex- 
ecutive, and judicial. All three branches have parts to play in 
our taxing system, and all share responsibility for sound tax 
administration. No one branch can alone do the whole job. 
Failure of one branch to exercise its proper responsibility, or 
overlapping action by any one branch, creates difficulties for 
the others and may adversely affect the over-all result. What 
are the responsibilities which should be met by Congress? By 
the executive departments? By the courts? What, for example, 
is the importance in income tax administration of the form of 
statutory draftsmanship, the timing of legislation, and the ade- 
quacy of financial appropriations? What about the existing 
division of authority between executive departments, and their 
respective policies as to interpretation, development, and ap- 
plication of substantive law? And, as to the courts, what is the 
effect of existing rules of statutory interpretation, of resort to 
legislative history and purpose, and of the judicial development 
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of a tax “common law”? Surprisingly little has been publicly 
said or written concerning what should be done in these areas 
to improve income tax administration, and the Tax Institute 
was fortunate in obtaining the contributions of distinguished 
leaders in the tax field who have long given thought to these 
most interesting and highly important topics. 

The second session on federal income tax administration was 
devoted to the more personalized yet vitally important subject 
of Bureau-taxpayer relations. Highly qualified speakers dealt 
at this session with advocacy and objectivity in tax adminis- 
tration, and the relations between taxpayers and field agents, 
collectors’ offices, and central administration, a dash of Cana- 
dian experience in decentralization being added for seasoning. 
The third session was concerned with specific administrative 
problems of current importance, namely, depreciation allow- 
ances, compensation problems, income and expense problems, 
enforcement of Section 102, and administration of the excess 
profits tax relief provisions. The fourth session consisted of a 
round-table discussion by a panel of experienced tax practi- 
tioners of a large number of administrative problems with 
which they have been confronted in day-to-day practice. 

The three ensuing sessions on state, local, and international 
income tax administration included discussions of many im- 
portant and troublesome problems in those fields by persons 
well qualified to deal with them. 

It is too much to expect that definitive solutions can be pro- 
vided at a symposium of this sort, or that concrete improve- 
ments in income tax administration will flow directly there- 
from. But the effort will have been well worth while if it helps 
clarify the areas in which improvements are needed, and aids 
in the stimulation of a wider interest in problems of tax ad- 
ministration and a greater awareness of their importance. 

As a member of the Program Committee and Chairman of 
its Subcommittee on Federal Income Tax Administration, I 
wish to take this opportunity to join in expressing the sincere 
appreciation of the Program Committee and of the Institute 
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to the distinguished participants in the symposium and to those 
who rendered yeoman service in arranging it. 

Norris Darrell 
Chairman^ 

Subcommittee on Federal Income 
Tax Administration 

New York 
December, 1948 
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CHAPTER I 


BASIC GOALS OF TAX ADMINISTRATION 

Luther Gulick 

President, Institute of Public Administration 

T hough there were systematic tax ideas before Adam 
Smith, such as those of the Physiocrats, we will all agree that 
Adam Smith’s Wealth of Nations in 1776 presented the first 
broad and influential statement of the goals of taxation. They 
were summarized in the following few and famous words: 

The tax whicli each individual is bound to pay, ought to be certain, 
and not arbitrary, The time of payment, the manner of payment, the 
quantity to' be paid, ought all to be clear and plain to the contributor, 
and to every other person. ... 

Every tax ought to be levied at the time, or in the manner, in which it 
is most likely to be convenient for the contributor to pay it. . . . 

Every tax ought to be so contrived as both to take out and to keep out 
of the pockets of the people as little as possible, over and above what it 
brings into the public treasury . . . though vexation is not, strictly 
speaking, expence, it is certainly equivalent to the expence at which every 
man would be willing to redeem himself from it. 

The Classical Canons of Taxation 

In addition to Adam Smith, intellectual history records three 
other men who have made an equally serious effort to define 
the goals of taxation systematically. They are Adolf Wagner, 
the German; Bastable, the Briton; and E. R. A. Seligman, the 
American. The following table shows the major tax goals recog- 
nized by these fiscal economists. 

This table, like any single-word summarization, does vio- 
lence to the ideas of the authors. The order of the criteria is 
as presented by the author only in the case of Adam Smith. 
3 



4 INCOME TAX ADMINISTRATION 


The Canons of Taxation 



Adam Smith 

Adolf Wagner 

Bastable 

Seligman 


(1776) 

(1877) 

(1892) 

(1909) 


f Equal on basis of 

General ' 

Just 

Universal 

Social, 

abilities and 

Proportional 

Pi'oportional 

Uniform 

Economic, 

J revenues 

Appropriate 

Harmonious 

Harmless 

and Ethical 


Harmless to 

Harmless 



the 

economy 


Adequate 

Elastic 

Fiscal 

‘ Certain, not 

Adequate 

Elastic 

Productive 

Elastic 



arbitrary 

Certain 

Certain 

Certain 

Administrative 

■ Convenient to pay 
Economical in 

Convenient 

Convenient 

Convenient 


collection 

Economical 

Economical 

Economical 

Enforceable 


The Others have been made to conform for comparative pur- 
poses. 

Many other fiscal philosophers have discussed various aspects 
of our topic. 

One of the most famous and cynical rules of taxation is that 
attributed to Colbert, a hundred years before Adam Smith; 
“The Art of taxation consists in so plucking the goose as to 
obtain the largest amount of feathers with the least possible 
amount of hissing.” (1665) 

An extremely important contribution to economic and tax 
theory was made by John Stuart Mill in 1848. He devoted 
special attention to the first line of our table, the problem of 
equality, justice, or uniformity. He found his answer in the 
idea that taxation involves sacrifice, and that a good tax system 
would therefore impose equal sacrifices on the taxpayers, 
where Smith had been satisfied to measure uniformity of tax 
burdens by the rule that they should be proportional to the 
income of the taxpayer. Pigou, in a brilliant analysis, came to 
the conclusion that the best tax system was one which so dis- 
tributed the tax burden as to cause the least aggregate sacrifice, 
Sismondi, the Swiss, who came to the conclusion in 1836 that 
laissez-faire capitalism could not avoid bust-and-plenty because 
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the free market does not in fact tend to distribute purchasing 
power so as to result in the consumption of the product of a 
fully employed economy, urged that a good tax system would: 

1. Tax revenue and not capital. 

2. Tax net income and not the gross revenue. 

3. Exempt the minimum subsistence required by the taxpayer. 

4. Not put to flight the wealth it strikes. 

This negative notion of harmlessness, which you find in all 
writers, is stressed by the British economist Robert J ones (1914) 
in his rule that taxes should be collected: 

1. Without checking production. 

8. Without waste. 

3. Without stirring up opposition. 

4. Without creating social and economic evils. 

T. S. Adams, in a review of the famous New York Tax Re- 
port of 1932,^ said that in his rule book there were two cardinal 
virtues of a tax system that came ahead of justice and equality. 
These he termed as “temperance” and “certainty.” “In my 
opinion,” added Adams in italics, “the primary task of the 
legislature in making and revising taxes is to readjust taxes in 
accordance with the rising and falling fortunes of various in- 
dustries and social activities.” ^ 

I am getting ahead of my story. Let us turn back to the 
canons for a moment. You will note that I have split the table 
into three broad bands. The top band includes the social, eco- 
nomic, and ethical considerations; the second band includes 
the fiscal considerations; and the third band includes the ad- 
ministrative considerations. 

In each of these broad areas or bands, there has been im- 
portant advance in thinking and experience over the years 
covered by this table, I want to review this development briefly 
to show where we have come out in 1948, and to lay the basis 
for five important conclusions. 

1 New York State Commission for the Revision of the Tax Laws, Seabury C, 
Mastick, Chairman, Robert Murray Haig, Director of Research, Report. Albany: 
Legislative Document (1932), No, 77. 

2 Bulletin of National Tax Association, XIX (October, 1933), 4. 
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Social, Economic, and Ethical Considerations 
Equality 

The idea o£ justice and equality has been subjected to ex- 
tended development. The most satisfactory general analysis to 
date is that of E. R. A. Seligman. He took the position that 
the first two canons of taxation are “universality” and “uni- 
formity.” Under “universality” he would demand that taxes be 
not levied specifically on named individuals or on narrow and 
special classes, but that they should be extended to the entire 
normal population in the broadest possible categories and 
groups. All tax experts agreed with this principle, with varia- 
tions as to tax exemptions. 

It is in defining “uniformity” in taxes and showing how to 
reach such uniformity that Seligman made his gi'eatest con- 
tribution. This he did first by excluding all special rates, fees, 
assessments, and taxes levied to pay for measurable or recogniz- 
able benefits from his definition of taxes. This left him solely 
with the general taxes levied for the general support of govern- 
ment. These he said should then be distributed in accordance 
with the “faculty” of the several taxpayers. Parenthetically it 
should be added that there is nonetheless a lot of revenue and 
a lot of administration involved in the rates, fees, and assess- 
ments, and many problems of ecpiity as well. By this keen and 
sound analysis, however, Seligman threw over the benefit ap- 
proach and the sacrifice approach in discussing general taxes. 
He then went on to define “faculty” by applying the classical 
doctrine of marginal economics both to consumption and to 
production. Thus he built into his doctrine of equality the 
marginal utility theory for both consumption sacrifice and the 
ability to produce income. 

This gave the first firm theoretical basis for progressive taxa- 
tion. As a result Seligman did as much as any one man to make 
the theory of progressive taxation acceptable around the world. 
Political forces did the rest. As Robert M. Haig has said: “The 
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popularity of progressive taxation in recent years is doubtless 
traceable in no small part to the opportunity it offers in a 
democratic state to place added burdens upon the group which, 
while economically strong, is often politically weak.” ^ 

Though the “free market” and marginal economics on which 
Seligman rested have taken a beating at the hands of Marshall, 
Chamberlain, Mills, Means, Berle, and others, the thinking man 
around the world, even the man of large income in a capitalist 
society, accepts the notion that steeply progressive taxation is 
fair and equitable. This was not true fifty years ago. 

It should be pointed out, however, that the theoreticians 
have never given us any practical help in determining how 
steep the curve of progression should be, or how far it should 
rise to maintain “uniformity” in relation to “faculty.” This has 
been left to practical politics and fiscal experimentation. 

I have often wondered why this problem might not be ap- 
proached by a study of the savings function. If we intend to 
maintain private capitalism, and to increase our supply of tools 
and technology continuously, we need to make certain that we 
do not, through taxes, inadvertently destroy the possibility to 
save or the incentive to invest. In a recent study of taxes in a 
southern state ive found that the cumulative burden of fed- 
eral, state, and local taxes in 1948 destroys all probability of 
saving at the very bottom of the income scale, and also in the 
upper reaches from about $30,000 a year and up. I am con- 
vinced that a careful study of family budgets from $5,000 a year 
and up in relation to individual and total savings and invest- 
ments would throw some very revealing light on the practical 
and theoretical limits of progressive taxation. In a continuing 
capitalist society, society must have an interest in individual 
savings. Such savings are just as important as mass spending as 
an energizer of the economy. 

3 Encyclopedia of the Social Sciences, XIV, 539. 



8 


INCOME TAX ADMINISTRATION 


Harmlessness 

I am not going to say anything about “harmlessness” as a 
scientific and definable canon of taxation or of the extent to 
which “an old tax is a good tax.” This is the barn door through 
which the fiscal scientist brings in his pet horse. It is niiicii 
better to be frank about such things, however, than to try to 
I sneak them under the tent when no one is looking. And in fair- 
i ness to the economists cited, it must be said that each man has 
developed a complete, logical, and tightly reasoned economic 
structure which he insists the tax system must not harm. Each 
economist’s theory of tax incidence, for example, grows directly 
out of his concept of the economic system, not vice versa. The 
mention of harmlessness among the canons is therefore pri- 
marily a forceful reminder that the tax system is an insepiirabie 
part of the economy, and that no one can consider the goals of 
taxation apart from his concept of the nature of the social, 
economic, and political order. 

Fiscal Considerations 


Adequacy 

The canon of “adequacy,” next on our list, has all but gone 
into eclipse at the national level. The abandonment of the gold 
standard took care of that, with the aid of the American Bank 
Note Company. But at the lower levels of government, the 
problem of adequacy of revenue is becoming extremely acute, 
partly because of the pains caused by the inflation brought on 
by national fiscal mismanagement. Thus, while deficit spending 
by the national units may have appeared to solve their revenue 
problems, such spending has come home to roost in local gov- 
ernment revenue shortages so pressing in character as to 
threaten the survival of local selBgovernment, and has at the 
same time wreaked havoc in the private sector of the economy. 
Thus the problem of adequacy, which once was a problem of 
gold, has been transmuted into the more difficult, though more 
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flexible, problems of fiscal policy, money, and inflation. Such is 
the alchemy of managed economics. 

Elasticity 

Important new thinking has been given to “elasticity,” par- 
ticularly since 1930 and the general advocacy of cyclical rather 
than annual budget balancing. The partial acceptance of the 
Keynesian analysis, with its thesis that taxes should not restrain 
mass expenditures during depressions, should skim off the un- 
spendable income during periods of war, and should cut the 
peaks of expansion sprees, has gveatly spurred this type of fiscal 
policy. The “inflationary gap” we have heard so much about is 
the gap between expenditures and taxes, and could always be 
closed by flexing the taxes upward. Gunnar Myrdal, the Swed- 
ish economist and statesman, though a firm believer in cyclical 
budget balancing and in adjusting taxes up and down as a 
counter-balancing factor to the business cycle, pointed out in 
1939 -^ that deficit financing in the depression so frightened 
business interests as to restrict or reverse the planned inflation- 
ary effects of the deficit program. H. G. Moulton has driven 
this point home more than once. Myrdal also admits that the 
downward revision of taxes in time of depression, in accordance 
with the “pure” anti-deflation theory of Abba Lerner, Hansen, 
and others, has been all but impossible of application in any 
country because of the insistent demand in time of depression 
for more revenue to finance more public activities to make more 
jobs. Thus, though we have had a great deal of new theory on 
the use of flexibility in taxation for fundamental economic 
purposes, we failed to try the dosage in the great depression. 
This is less true of the war years. In all countries, during the 
war, taxes were flexed upward in part to sop up excess spend- 
ing potver. The Canadian program in which budget policy, tax 
policy, price policy, rationing policy, and import-export policy 
were geared together with great success is a case in point. 


4 “Fiscal Policy in the Business Cycle,” American Economic Review, Supple- 
ment, XXIX (March, 1939), 183-93. 



10 INCOME TAX ADMINISTRATION 

In this connection two other developments deserve mention. 
The first is the shifting of the United States national income 
tax to a current collection basis. This plan xvas put forward by 
Beardsley Ruml primarily to translate the income tax to a 
current basis so that it could be used when required as an im- 
mediate stimulating or restricting force on disposable income. 
It is ironical that the first change in the rate should have been 
downward by the Republicans (our traditional sound money 
party) in the midst of a serious inflationary situation and coin- 
cident with a marked expansion of military expenditures. 

The second development was the establishment by many 
states and cities of improvement reserve funds instead of reduc- 
ing taxes during the war, and the establishment of genuine tax 
stabilization funds in New York State, California, and Rhode 
Island since the war. These reserve funds represent taxes col- 
lected beyond current needs and impounded to meet require- 
ments which will arise in the future if a recession is encoun- 
tered. These tax policies have been accepted by the public be- 
cause they believe that high taxes now are to be preferred to 
tax increases in the event of a depression. This is an important 
development of public tax theory and practice. 

Tax elasticity was originally discussed by the experts pri- 
marily in terms of budget balancing to meet treasury needs. 
That is not the situation today. The transition of thought to 
dynamic taxation has been painful, however. Many of the clas- 
sical fiscal experts were so shocked to discover that taxes were 
being used to change the distribution of wealth intentionally 
and not accidentally, that they entered into violent debates as 
to whether it was ethical or “sound” to plan the tax system to 
have any effect on the economy — except of course in connec- 
tion with the consumption of liquor, the manufacture of but- 
ter substitutes, the issuance of bank notes by state banks, and 
the importation of manufactured commodities. For them, all 
taxation was to be “for revenue only;” any desire to push the 
economy one way or the other with taxes was strictly taboo. 

The situation is certainly different today. Whatever the 
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views of economists and fiscal planners today, from Colm to 
Schmidt, from Ruml to Lutz, or from Hansen to Hayek, every 
man agrees that taxes not only affect the economy profoundly, 
but that the effects desired are inevitably a primary considera- 
tion in the development of the tax system. This represents a 
dramatic new development in fiscal science. Every tax expert 
is now an economic planner, however much he is personally 
opposed to economic planning. Some boast of planning 
through taxes, others decry it; but all are planners and can’t 
help it. 


Administrative Considerations 

This brings me to the last band of tax goals, the administra- 
tive canons. You will note that the list has remained un- 
changed for 170 years except that Seligman, in one of his essays, 
makes so important the idea that practical enforceability is more 
significant than theoretical perfection that I have added this to 
his canons, though he did not do so himself. But the signifi- 
cance of the words "certain, convenient, and economical” has ? 
shifted over the decades, primarily because of the advance of '' 
responsible government and the dramatic expansion of the . 
proportion of income taken by taxes, both because of the ex- 
tension of governmental services and because of the tremen- 
dous cost of modern war. When Adam Smith said that taxes 
should be certain and not arbitrary, he was thinking of arbi- 
trary individual exactions imposed under the corrupt French 
court which soon helped to bring on the French Revolution. 
When we use these words now we think of (1) limited class 
legislation, (2) unknown and unreviewable Treasury decisions, 
and (3) personal arrangements by assessors, particularly in the 
enforcement of the general property tax. 

The Threat to the Property Tax 

I want to say a special word about this, because I am con- 
vinced that the major area of arbitrary taxation in the United 
States today is found right in the local assessment rolls. Why do 
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we have this mountain of injustice at the very foundation of 
our tax system? For two reasons: first j because the general prop- 
erty tax law where it includes land, buildings, furniture, ma- 
chinery, merchandise is hopelessly out of date; second, because 
we hire the wrong kind of personnel to do the assessing. In 
most jurisdictions assessors are still elected for political reasons, 
not appointed for their technical qualifications. 

The general property tax, in most states, is 50 to 100 years 
out of date in comparison with economic developments. The 
general property tax was a good tax in primitive rural condi- 
tions, but it is an unfair and therefore unenforceable tax in 
present-day urban and industrial society. With current high 
tax rates — and these are necessary and desirable in the cities^ — 
the property tax cannot be applied to intangible wealth, to 
personal property, or to manufacturers’ and merchants' stocks 
and equipment. Nor can the tax ignore the fact that most city 
dwellers are renters today. What does the assessor do under the 
circumstances when the legislature fails to amend the law to 
keep it up to date? The assessor amends the law himself 
through nullification and individual personal arrangements. 
Jl|rhis is not a government of laws; it is a government of men. 

I And the fault is not that of the assessor; it is the fault of the 
lawmakers. 

In the process, the property tax on real estate, which can and 
should be the mainstay of local taxation and the great bulwark 
and balance wheel of local self-government, is in danger of dis- 
integration, so that the local governments will be thrown more 
and more on the mercy of state and federal handouts, and the 
inevitable gradual loss of administrative and governmental in- 
dependence. How can we save the property tax? By moderniz- 
f ing and purifying the tax, by making it economically enforce- 
I able, and then enforcing it vigorously with technically com- 
petent assessors. Unless the property tax is thus squared ^vith 
the canons of certainty, equity, and harmlessness, to use tin 
words of our table, the property tax itself will become dis- 
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credited, with all that this will involve in the inevitable con- 
striction of local self-government. 

Relation of Administration to Other Canons 

What I have just said about the injustice of the general 
property tax, partly because of its weak’ enforcement, can be 
said of all other taxes. Without efficient, certain, even-handed, 
open, and vigorous administration of income taxes, inheritance 
taxes, corporation taxes, liquor and gasoline taxes, and import 
tariffs, for example, there is no such thing as universality or 
uniformity of taxes. The same is true of the canons of “harm- 
lessness,” “adequacy,” and “elasticity.” Every one of the goals 
of taxation listed in the top two bands of our table is unrealiz- 
able without the fulfillment of the administrative goals, and is 
conditioned by the available techniques of enforcement. 

Any one who reviews the goals of taxation in this decade 
would be justified therefore in expanding Seligman’s last 
canon “enforceable,” and in insisting that few problems in tax 
theory are so important today as the actual administration, j 
Many a fine tax theory will continue to be a mirage until and '• 
unless we can embody the tax theory in appropriate laws, rules 
and regulations, administrative structure, trained personnel, 
and the consonant pattern of official and taxpayer behavior. 
The purpose of taxation is not its administration, though some 
bureaucrats seem to think so; but without the administration, 
none of the purposes of taxation can be achieved. Thus we 
stand at a period in fiscal history when attention to the ad- 
ministrative requirements is of prime importance. 

A New Canon: Political Conformity 

I suppose every one who thinks about the goals of taxation 
and reviews the classical canons as we have today is entitled to 
shoot a few cap pistols himself. Each generation must after all 
make its own emphasis. Thus viewed, on the basis of the needs 
of our time, I would add one important tax goal which is in- 
adequately dealt with in the classical canons. This I shall call 
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“conformity with accepted political, principles.” It goes in the 
first band. I can give you the idea in a few words, because you 
will recognize the soundness of the concept as soon as I state it. 

Under modern conditions taxation is not solely an economic 
fact, as most economists have seemed to think. It is equally a 
political force. In this country, this fact has tremendous im- 
portance in two prime areas. The first has to do with our struc- 
ture of federalism and home rule, and the second with the 
nature of the democratic process. 

In the federal system, we are deeply concerned with main- 
taining independent states which are free to operate within 
their appropriate social and economic spheres. We must be alert 
to resist developments which contain hidden tendencies toward 
the extinguishment of the legitimate individual state life, and 
thus threaten the impairment or destruction of the federal sys- 
tem. The same problem arises in the maintenance of municipal 
home rule. 

Neither home rule in cities nor state sovereignty can long be 
maintained if the city or the state becomes dependent upon the 
annual budget action of a superior governmental unit. A tax 
system which makes such dependence inevitable is inadvert- 
ently beginning the disintegration of home rule as to local 
governments, and the federal system as to the states. 

Historically, not a few federal systems have grown into uni- , 
tary national states partly because of the effect of a tax system 
which was not in conformity with the federal principles of its 
political structure. This end of federalism might not have oc- 
curred in these areas if the tax system had been designed in^ 
conformity with the political principles of the particular fed- 
eral system. 

The second area of conformity called for in this country is 
conformity of the tax system with tfi©^ principles of self-gov- 
ernment. In self-government we depend upon the voters to de- 
cide, both directly and indirectly, what governmental services 
and controls they want and how much they are willing to pay 
for those services. The voters decide how much of their in- 
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comes they wish to spend themselves as individuals, and how 
much they wish to turn over to their government to spend for 
them for things which they feel can better be done by organ- 
ized community action. What happens to this balancing of 
comparative values by the voter, if the voter discovers that he 
pays very little or nothing toward the cost of the desired serv- 
ice? What happens to the prudential motive if the voter finds 
that some rich uncle — like Uncle Sam — will foot the bill, and 
that the burden falls on so distant and so undefined an econ- 
omy, that there is no benefit to the voter from voting for care- 
ful governmental management in his home town, schools, city, 
county, or state? 

The same problem arises with narrow-based class taxation, 
because once again, all the voters decide on the expenditure 
program, but only a small part of the voters are called on to 
pay the bill. Under such conditions how can the voter balance 
his needs and desires over against his costs, if he pays no costs? 
Unless the tax system is tailored to fit the dynamics of the! 
political system, we may expect the political and economic sys-i 
tern to shift its base. 

I hope you will not misinterpret me. I do not feel that sound 
economic principles are opposed to progressive taxation, the 
exemption of basic living costs under the income or estate tax, 
or the limited use of federal and state aid in connection with 
programs of state-wide or nation-wide concern. Under a fed- 
eral system of government, intergovernmental tax payments 
are inevitable because the structure of the economy does not 
coincide with the political boundaries of subordinate units, 
and because the functions of government cannot be neatly laid 
out in layers like , a layer cake, but are apportioned on a co- 
operating basis of joint programming. But I am saying that tlie 
vitality of the prudential motive on the part of voters requires 
an extensive distribution of the tax burden to all voters in 
direct, visible, inescapable, and elastic terms. Unless the great 
mass of the voters pay more taxes when they vote for more 
governmental services, and know that they so pay, the demo- 
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cratic system cannot function as a system of democratically 
balanced decisions. If this be true, then it must be a goal of 
.American taxation to make certain that the tax system con- 
forms with our principle of democratic self-government. 

Conclusions 

What general conclusions may we draw from a reconsidera- 
tion. of the goals of taxation? To me the following points stand 
out: 

1 . Though any statement of tax goals is conditioned by the 
time and place of their formulation, there has been built up 
over the generations by gveat thinkers a remarkably consistent 
and helpful check list of tax canons. While it is not difficult to 
show that these goals are indefinite and, perhaps, internally 
conflicting, it must be remembered that this is true of all nor- 
mative social standards. Those who ask for specific measurable 
economic and statistical rules of tax equity, or adequacy, or 
harmlessness, are not only looking for something which does 
not exist, but are thereby betraying the shallowness of their 
own analysis of social values. 

2. Any comprehensive listing of tax goals cannot stand by 

itself; it is the tax part of the author’s general scheme for so- 
ciety. As such, it is inextricably interrelated with the social, 
economic, and political institutions, and with the author’s own 
total scale of values. Thus no man in his right mind should 
agree to talk about the goals of taxation at a meeting like this 
and thus stand intellectually and philosophically naked before 
his fellow man! The one comforting thought is that every one 
else who says “this tax is good” or “that tax practice is bad” 
stands similarly exposed in this well-populated philosophical 
nudist camp. Many who think they are well clothed are actu- 
ally wrapped in cellophane. In every statement they make on 
taxes, you can see right through not only to their social, eco- 
nomic, and political skin, but to their philosophical skeleton 

if any. From this we may conclude that it is unwise to hazard 
final and eternal principles in taxation without considerable 



BASIC GOALS OF TAX ADMINISTRATION 17 

thought on the underlying social, economic, and political in- 
stitutions and values of which taxation is but one phase. The 
only reason we rush in where philosophers should hesitate to 
tread is that administrators and politicians have to act. We 
know that the world cannot get on. without us, but we pray 
for mercy on our naked souls. 

3. The goals of taxation are interrelated and interdepend- 
ent. No one of the criteria can be pushed to its limits without 
contradicting most of the others, nor can any one goal be 
achieved except in terms of all the rest. From this it follows 
that no tax stands alone, especially in a federal system, and that 
no tax system can or should meet the rigorous test of criticism 
by any one canon. The only appropriate test is composite and 
evolutionary. 

4. During the past generation, as a result of the depression 
and the heavy costs of war, taxes have not only come to absorb 
a far larger share of the national income, but have come to be 
used consciously as dynamic elements in social and economic 
direction. The appropriate principles and techniques for 
achieving and regulating this flexible and dynamic use of tax- 
ation have not as yet been brought to their first stages of reason- 
able development in this country. 

5. At this point in our history there are two further tax 
principles which need stressing, one an old canon, and the 
other a new goal. 

The old canon takes us straight back to Adam Smith. We 
desperately need to re-examine and reform our total tax system 
in all its parts to make certain that it is certain, convenient, 
economic, and enforceable. Unless we do so, all our other goals 
will be but partially attained. 

Second, we need to define, study scientifically, and enforce a 
new tax goal, born of our generation and of our democratic 
system with a federal government and municipal home rule. 
That goal is tax conformity with our political institutions, so 
that taxation will contribute to, rather than thwart, the bal- 
anced operation of our democracy. 
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CHAPTER II 


RESPONSIBILITIES WHICH SHOULD BE MET 
BY CONGRESS 

Robert N. Miller 
Miller ir Chevalier 

TT WOULD BE fine if federal revenue acts could be gradu- 
ally so perfected that rate changes would be the only 
amendments which are needed from time to time. There is no 
sound hope of this, however, because of constantly changing 
conditions, and because of gaps, weaknesses, or special hard- 
ships discovered from time to time in the law. Therefore, even 
though a new CongTess starts with an established tax system 
which has well served the country’s requirements, a great va- 
riety of tax problems will need almost continuous attention. 
This paper deals first with five ancillary duties of Congress in 
this connection and later with its main duty, that of deciding 
what the actual text of the tax law shall be. 

Maintaining Proper Relation Between Appropriations 
AND Resources 

First, Congress must steadily keep in mind that the amount 
of government money which CongTess can appropriate each 
year is, so far as ail experience indicates, limited to what it can 
raise by feasible taxation and feasible borrowing. 

Taxing and borrowing are the ways the government now 
uses of getting substantial funds, and borrowing can never be 
extended to a point such that taxing is unnecessary. Certainly, 
also, there are limits to feasible taxing, and a policy of over- 
taxing would bring serious results, not merely in failing to 
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raise the expected amount, but in a general breakdown, liiirt- 
£ul in the future as well as in the present, of the taxing morale 
which is indispensable to a working tax system. 

Keeping the Public Informed as to Tax Matters 

Second, it is an important duty of Congress and of its ap- 
propriate committees to make sure that the public is kept well 
informed on tax matters so that suitable taxation plans made 
in Congress will be understood and supported by the voters. 

Any employee or agent who has knowledge which his prin- 
cipal needs and fails to disclose it, is a poor agent, no matter 
how obedient an agent he may be. So, also, an elected repre- 
sentative to Congress is a poor public servant if he fails to 
carry back effectively to constituents a fair share of the informa- 
tion and insight they need as voters. This is peculiarly true as 
to considerations affecting revenue legislation. Taxation is a 
highly complicated field in which popular prejudice easily 
leads to bad tax laws, unless prejudice is softened by up-to-date 
knowledge of the actual problems to be met. 

Keeping Away from Partisan Politics 

A third duty of Congress is to keep revenue legislation out 
of partisan politics as far as possible. 

As Hamilton said in the Federalist, “A nation can not long 
exist without revenues.” Like problems of foreign relations in 
a time of crisis, a country’s revenue problems in a time of heavy 
spending are so desperately important and so difficult to solve 
wisely that they cannot be safely treated like the issues 'ivhidi 
do not involve revenue. 

Although there have been some exceptions, it is in general 
true that the most astute politicians in our history have acted 
on the principle that playing politics with taxation is not only 
injurious to the country, but dangerous to the political future 
of the party which indulges in it. It is true enough that there 
are certain constituencies in the country which can be won 
over by promising tax legislation of a type which does not seem 
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to be a burden on those particular neighborhoods; neverthe- 
less, there are not enough of such constituencies to make it 
good political tactics, generally, to mix partisan, politics and 
taxation. 

Making Appropriations for Collecting the Revenue 

Fourth, Congress has the duty of making adequate appro- 
priations for collecting the revenue. 

The process of collection includes the task of discovering un- 
reported tax liabilities, of applying the taxing act to specific 
states of fact presented by the affairs of vast numbers of tax- 
payers, and of negotiating settlements as to disputed tax lia- 
bility. Of all the government’s expenditures, the most funda- 
mentally important are those for collecting the revenue, 
because there can be no billions for defense, or for social pur- 
poses, or for any other purposes, unless the taxes are continu- 
ously collected as laid. Nor can collection of high-rate taxes be 
achieved ivithout well-directed and highly organized effort on 
the government’s part. 

The appropriations for collecting the revenue must be suffi- 
cient so that able key men at the top level can be induced to 
remain in service — likewise the very large number of experi- 
enced auditors, conferees, and lawyers necessary to deal ex- 
pertly with millions of taxpayers. Responsible Bureau officers 
testified last spring before appropriations committees that, for 
each dollar then appropriated for investigating personnel, 
twenty dollars could be recovered in tax deficiencies. These 
statements were, as I believe, soundly based, and when Con- 
gi-ess cut twenty million dollars from the budget estimate, it 
failed in this phase of its responsibility. Instead of saving 
twenty million dollars, Congress was, in my judgment, depriv- 
ing the government of several hundred million in undiscovered 
back taxes. 
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Obtaining Information as to the Working 
OF THE Tax Laws 

A fifth duty of Congress is that of keeping itself constantly 
advised as to the working of all the federal tax laws currently 
in existence. 

Questions constantly needing attention include; 

1. What sums are actually being produced by each of the kinds of taxes 
currently in effect? 

2. To what extent are existing laws self-executing, in the sense that 
taxpayers voluntarily make payments as contemplated by the law? 

3. Wiere such voluntary compliance does not occur, how successful is 
the administrative branch in discovering the noncompliance? 

4. In situations where the administration discovers noncompliance, 
whether unintentional or otherwise, is the administration itself able to 
bring most of the resulting controversies to final conclusion, or do too 
many of the controversies get into the courts? 

5. What is the state of public opinion, particularly among taxpayers, 
about existing revenue laws? 

We American people from the beginning have been sensitive 
to the fact that governments sometimes make oppressive use 
of the power of taxation. We have consequently been insistent 
that tax laws shall directly reflect the will of the people, rather 
than the will of some government group, or even the technical 
judgment of experts. Because of this and of the further fact 
that a taxation system can be successfully productive only ivhen 
most of the money comes in automatically without any long- 
drawn-out contest, the last of the questions just listed — the one 
about public opinion — is involved in the successful solution 
of all the others. We must depend largely for the future success 
of our revenue system on the continuance of the admirable tax- 
complying habit of our people. This can be maintained only 
by so drafting and so enforcing the tax laws as to deserve the 
respect of those who are taxed. 

Examples of useful procedures by which Congress has in- 
formed itself as to such questions are found in the continuous 
activities of the staff of the Joint Committee on Internal Rev- 
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enue Taxation, the hearings held in 1946 as to the working of 
the relief provisions of the excess profits tax law, and, further, 
the appointment in 1947 by the Joint Committee on Internal 
Revenue Taxation of a gTOup of experts to study the enforce- 
ment activities of the Bureau of Internal Revenue and to re- 
port back to the Joint Committee. 

Deciding What the Actual Text Shall Be 

Sixth and last. Congress is responsible for the actual text of 
the taxing statutes. This text has its adjective and its substan- 
tive parts. 

Adjective Parts of the Text 

The adjective parts of the text of the taxing act deal mainly 
with administrative procedures for determining, settling, and 
enforcing the liability of each taxpayer, and with the general 
administrative structure within which this work is done. 

Certainly Congress cannot and should not try to admmister 
the taxes it imposes, but its duty to legislate regarding many 
matters affecting administration is important. It is also true 
that when called on for “advice and consent” as to the compe- 
tence of any nominee for an office in the taxation setup, the 
Senate would fail in its duty if it did not exercise its independ- 
ent judgment. 

In this connection there rests on Congress at this time, as I 
believe, a heavy responsibility to promote the career principle. 
Cooperation by taxpayers is vital, and taxpayers are far more 
willing to cooperate with a tax administration in which ap- 
pointments are not tied up with politics. As matters are now, 
certain higher officials — such as the Commissioner of Internal 
Revenue and the Chief Counsel of the Bureau of Internal Rev- 
enue — are in danger of replacement whenever there is a new 
President or a new Secretary of the Treasury. This state of 
affairs, in which political patronage sometimes plays too large 
a part, needs re-examination. In defending the present system 
it is sometimes said that the “policy-making” officials should 
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be in close touch with the policies of the President and should 
therefore be a part of his administration. It is true that the 
administration in power is responsible for the general attitude 
of the Bureau of Internal Revenue in dealing with taxpayers, 
and, being so responsible, should have a hand in what goes on. 
On the other hand, the “policy” of a taxing act as regards the 
amount of money to be paid by each taxpayer is to be found in 
the taxing act itself, and it is the duty of executive officials, 
including even the President, to follow whatever policy Con- 
gress has laid down, and to see that it is followed. 

Substantive Parts of the Text 

We come now to the substantive parts of the text, specifying 
what kinds of taxes are imposed, and how to compute the lia- 
bility of each taxpayer. 

Some of the duties included in this textual responsibility 
are the following: 

/'j. Read]ustments, To make readjustments from time to 
time of the most fundamental parts of the tax-levying structure 

'those on which the substantial productivity of the act de- 
pends. 

Such readjustments are constantly needed to fit changing 
public sentiment and to fit economic conditions as they go up 
or go down. A taxing act which is highly productive in normal 
times may pioduce pitiful amounts in a depression and m:iy 
even aggravate the depression; at such times income taxes, for 
instance, may need to be supplemented by taxes wdiidi do not 
depend on income. 

2. Clarifying the existing provisions. To recast existing statu- 
tory provisions which, although the technical effect is sound, 
are so artificially expressed as to be hard to understand. 

Many of our present tax provisions are so ingeniously 
phrased that draftmg experts greatly admire them, but by rea- 
son of the very ingenuities— particularly overcompactness— 
they are as baffling to the reader as most puzzles are. Taxing 
laws that are hard reading encourage fraud and evasion. Vicious 
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tax evaders of such provisions may have reason to feel that 
they are relatively safe from conviction, because if they are 
tried before a jury, the jury, on hearing provisions of the tax 
law read, is easily persuaded that the accused merely did not 
understand. 

Drafting a statute to suit the special skill and intelligence of 
judges or experts does not solve the drafting problem; the text 
of the law should be such that examining field agents can un- 
derstand it. In a really successful revenue system, recourse to 
the courts should occur as to only a minute proportion of the 
total possible points of difficulty. The settlement of tax cases 
must in the main be an administrative process, and settlements 
avoiding litigation are in accord with the best interest not only 
of the government, but of the average taxpayer. If, as they 
should be, such settlements are to be made by government 
agents in the field, it is good sense to phrase the taxing act so 
that field agents will not find it unnecessarily confusing. For 
the same reason it is also good sense to see that so far as possible 
the will of Congi'ess is to be found in the act itself, without 
recourse to reports of court decisions. 

While important improvement can be made in the language 
of the Code, there can be no such thing as a sound taxing act, 
at high rates, which the man in the street can readily under- 
stand. This may be unacceptable news to some who have been 
demanding such a tax law, but it is true. The range of transac- 
tions and situations to which the tax laws must be adapted is 
immense. A really simple tax law would leave unanswered 
thousands of questions sure to arise in applying it, and would 
be without the reliefs and exceptions which any high-rate tax 
law must provide if it is to avoid destructive injustice in the 
case of a considerable number of taxpayers. 

While improving the form of the existing Code, CongTess 
would do well at the same time to eliminate certain provisions 
which tend to complicate it without any corresponding degree 
of benefit to the whole system. Examples include the over- 
theoretical provision which requires that, to be taxable, ordi- 
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nary corporate dividends must be out of earnings accumulated 
since March 1, 1913; also certain other overcomplicated pro- 
visions involving that date in relation to depreciation and 
losses. 

5. Carrying full legislative load. To carry the full legislative 
load, instead of intentionally shifting important parts of it to 
other branches of the government. 

When a taxpayer finds that he is subject to an increased dol- 
lar amount of tax liability, his concern is that he must pay 
more tax, rather than as to whether the increase came from an 
increased rate, or from new rules governing deductions., or 
from new rules as to the nonrecognizing provisions, or from a 
change in some other rule for the computation of the tax. 
However caused, any change in the rules tending to make the 
taxpayer pay more money constitutes a levy. 

From time to time the suggestion is made that many of the 
tax rules which determine how much each taxpayer is to pay 
ought to be established not by Congress, but by officials like the 
Secretary of the Treasury or the Commissioner of Internal Rev- 
enue, or by the concurrence of the two. This suggestion favor- 
ing legislative regulations goes far beyond the ordinary inter- 
pretative type of regulations to which we are accustomed, and 
for which we must continue to depend on the administrative 
branch. It is based on the theory that the administrative officers 
from their varied experience should know more about all of 
these matters than Congress is able to know, or even to find 
out. 

The difficulty with confiding substantial portions of the tax- 
ing power to executive officials is not merely that the people 
have never authorized executive officials to go further than to 
collect taxes as laid by Congress and to make recommendations 
to Congress. The main difficulty lies rather in the Treasury’s 
inability, by reason of its special function as taxgatherer and 
protector of the revenues, to hold an even balance between tlie 
interests of the taxpayers and its own interests as the govern- 
ment’s agency for getting money. The Treasury is inevitably 
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biased in favor of the government, and this is frequently illus- 
trated by the way in which tax regulations reach far to the edge 
of each twilight zone and often beyond. In litigated cases the 
government readily admits its partisanship; it justifies its tak- 
ing of inconsistent positions in such cases, depending on how 
the dollar advantage to the government falls in each case, by 
explaining that it is forced to do so because the government’s 
interest would otherwise suffer. 

If suggestions that Treasury officials be given increased regu- 
lation-making power are refused, the country loses nothing 
substantial, because Congress and its agencies, by conferring 
with Treasury officials, can get the benefit from time to time 
of all the Treasury’s experience and study, in addition to in- 
formation derived from public hearings and from study by 
experts employed by Congress. 

At times, also. Congress itself has seemed to lean toward an- 
other and quite different idea, under which many questions of 
tax detail are purposely left open by Congress, relying on the 
judicial branch to fill the gaps thus left in cases which may at 
length come up in court. For a number of reasons, which space 
does not permit to be stated here, my own view is that it is best 
for the courts not to give legislative service in the tax field to 
any extent beyond what is absolutely necessary — meaning by 
“absolutely necessary” the occasional instances in which a liti- 
gated case presents facts so different from what Congress had in 
mind in enacting details of the taxing act that there is nothing- 
in the act bearing on the question one way or the other, ex- 
cept words from which an intention to tax the situation might 
be inferred. It should be added, however, that the courts have 
not adhered, so far, to the relatively narrow policy here sug- 
gested as desirable. 

For the reasons above given, I am convinced that Congress 
should make its own sufficiently ample investigation in respect 
to any known gap in the taxing act, and then itself specify what 
the law is to be. 

The staff of the Joint Committee on Internal Revenue Taxa- 
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tion is an agency now available not only to keep in touch with 
every possible source of information, but to assist in appro- 
priate phrasing of new provisions. Furthermore, one of the 
expert draftsmen who are now employed by Congress could 
well be assigned to work constantly with the staff and with the 
Joint Committee during all stages of study, so that he would, 
in effect, grow up with each provision as it develops. 

The undue prominence which has been given by newspapers 
to the doings of irresponsibles in Congress must not blind us to 
the fact that Congress, although it has made its share of mis- 
takes and will make mistakes in the future, can be counted on 
to do better work in its own part of the taxation system — espe- 
cially its task of prescribing, in language appropriate to a taxing- 
act, the rules by which tax liability is fixed and computed — 
than could be done in this rule-prescribing field by either the 
executive branch or the judicial branch. 

To illustrate. Congress enacted certain nonrecognizing pro- 
visions in the income tax law, using the word “property” in 
them. Disputes reached the courts as to whether cash received 
in an exchange is to be treated under these provisions as “prop- 
erty” so received. The Bureau of Internal Revenue delayed 
action in a considerable number of cases until the intention of 
Congress in this respect could be discovered. Legislative re- 
sponsibility for the making of a general rule on this point lay 
with Congress and nowhere else; Congress could have settled 
the point one way or another in much less time than the courts 
take. Instead of amending the law to settle the point. Congress 
did nothing, and there was a delay of several years wliile an 
answer to the question gradually emerged from the courts. 
Congress was in the indefensible position of waiting for the 
courts to tell it what its own intention had been. The govern- 
ment was the loser not only by reason of the long delay, but 
by reason of the fact that the decision when it came was a 
provision drafted by an authority not so well qualified as Con- 
gress is. 

In contrast with what has been said about the broad rule- 
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making duty of Congress, it is unwise and inappropriate for 
Congress or any other authority to lay down specific rules as 
to certain types of determinations affecting tax computation. 
Thus, in the determination of depreciation allowances and of 
fair market values and of reasonable allowances for salaries, the 
Commissioner and his assistants should apply sound judgment 
to the specihc facts of each case, unfettered by specihc rules. 
CongTess — or the Treasury — ^would do harm and not good in 
laying down rules in any of the matters which must depend on 
the use of judgment in relation to each special fact-situation. 

Likewise, specific rules cannot usefully be provided with re- 
spect to the amount of relief to be given from the excess prof- 
its tax, under the relief provisions which involve the Commis- 
sioner’s determination of a “fair and just” constructive aver- 
age base period net income; the presence of relief provisions 
of this type in the law stems from the fact that no rule or 
formula could be found to do justice in the abnormal cases. 
To determine a “fair and just” figure the determiner must 
have freedom to arrive at a fair and just result. The distinction 
between the type of question as to which rules can be pre- 
scribed and the type in which they should not be prescribed 
lies in the fact that it is impossible in some situations to reach 
a fair result by applying a fixed rule. These are the issues 
which can only be fairly determined by the use of judgment. 
Judgment hemmed in by rule ceases to operate as judgment; 
rule-making therefore must be dispensed with as to such issues. 

y. Flitting judge-made items of tax law into the statute. To 
scrutinize judge-made items of tax laws which have become a 
settled addition to the law of taxation, and either incorporate 
them in the taxing act at the proper place or recast the statute 
so as to disaffirm them. 

The action of Congress may merely involve, where the judge- 
made law coincides with what Congress considers the law 
should be, translating what the courts have said, or have de- 
cided in specific cases, into proper statutory language, showing 
precisely what parts of the taxing act are being changed. On 
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the other hand, Congressional action may involve nullifying 
the judge-made items of tax law where that course seems ad- 
visable. I cannot say this as yet represents any general existing 
policy of Congress. Such a policy, however, seems necessary, in 
order to put as much of the applicable tax law as possible in 
one place — a carefully organized tax statute. To carry out such 
a policy. Congress already has, in the staff of the Joint Com- 
mittee on Internal Revenue Taxation, an agency which could 
give it continuous help along these lines. 

5, Making tax results more predictable. To attain the greatest 
possible degree of precision in the tax laws, so that a well- 
advised taxpayer contemplating a transaction can know in ad- 
vance what the tax effects will be. 

Uncertainty as to whether a transaction is likely to produce 
a heavy tax often prevents the transaction from going through 
at all. At present our taxing system involves far too much un- 
certainty of this kind. One cause of that uncertainty, in my 
judgment, is the extent to which courts at present are inclined 
to go in making tax law, with retroactive effect and along lines 
which cannot be quite predicted. Further, although the strictly 
interpretative work of the courts in the tax field is excellent, 
many so-called “test cases” in which the courts — including the 
Supreme Court — have ventured on legislative tasks have tended 
to cause further uncertainty and litigation instead of putting an 
end to them. 

The current inclination of the courts in the direction of 
making tax law in addition to merely interpreting it certainly 
does not relieve Congress from its own clear duty of making 
the taxing acts explicit. 

One frequently advanced argument is that if the taxing act 
is left vague and the courts encouraged to make tax laws as 
well as interpret them, the courts are left effectively free to 
defeat schemes devised by taxpayers skilled in taking advantage 
of loopholes. The answer to this argument seems to be not only 
that such action goes beyond the proper function of tlie courts 
in taxation, but that, once Congress is advised of a loophole. 
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it can close the loophole more precisely and more promptly 
than a court can. It is true that Congress in enacting a loop- 
hole-closing provision must remember that, as compared with 
the total yield of our revenue laws, the amount involved in 
loophole-closing problems is relatively not large, and also that 
Congress must take pains, in closing a loophole, not to injure 
well-disposed taxpayers by making loophole-closing provisions 
more drastic than necessary. Nevertheless, the courts, if they 
undertake the legislative task of loophole-closing, must face 
these same difficulties and are not so well equipped to deal 
with them. 

6. Avoiding nonrevenue provisions luhich impair the reve- 
nues. To make sure that, whenever provisions are adopted 
in the taxing act mainly for nonrevenue purposes, these uses of 
the taxing power are such as will not seriously interfere with 
the effectiveness of the taxing act as a producer of revenue. 

In our existing Internal Revenue Code there are various pro- 
visions of the nonrevenue type, and the government is being 
more and more urged to expand this regulatory or policing use 
of the taxing power. One strong advocate of extensive nonfiscal 
use of the taxing power has gone so far as to assert that the 
accomplishment of positive social or economic objectives be- 
yond the revenue is the “highest function” of taxing, I submit 
that this is a mistaken view. 

For my own part, I am clear that the highest function of 
taxes is to get revenue — important as certain social or eco- 
nomic objectives are. I submit also that in deciding how far to 
go in mixing regulatory or policing functions with the revenue- 
producing function. Congress must not only make up its mind 
whether the desired social or economic ends can actually 
be well accomplished through taxation, but also whether such 
enactments will have a bad effect on the continuous revenue- 
producing ability of our tax system. 

Certainly the success of our tax laws as money-raisers in the 
past has rested solidly on the taxpayers’ habits of voluntary 
compliance with tax laws. Contests between the government 
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and noncompliers are of course necessary to get full yield, as 
well as to assure the voluntary compilers that the noncom- 
pliers, also, will in the long run have to pay, but the gxeat 
volume of revenue has to come in automatically rather than on 
the basis of deficiency notices, and no government can have a 
successful revenue system if it has to depend principally on 
coercive collection. 

Our tax-complying habit is so valuable and so delicately 
poised that it must be carefully conserved; its continuance can- 
not be taken for gnanted. To a considerable extent it is based 
on the taxpayer’s sound feeling that the duty of contributing 
to his nation’s running expenses is analogous to that which a 
breadwinner has in supporting his own family. There is reason 
to doubt the continuance of existing taxpayer attitudes, which 
are based largely on such feeling, if the nonfiscal elements in 
our system are increased to a point where the taxing act will be 
thought of as largely compulsive in purpose. This is because 
compulsive laws are traditionally resented and resisted by our 
people — as was illustrated by the public reaction to the national 
prohibition law. Fortunately, although that law was mainly 
administered by the Treasury and was armed with summary 
enforcement such as applies to internal revenue taxes, its ad- 
ministration could be kept quite separate from the administra- 
tion of tax measures. This separateness prevented it from in- 
juring the revenue-producing system as much as it might other- 
wise have. Much of the nonfiscal tax legislation now proposed 
could not be so easily separated from those parts of the taxing- 
act on which we must rely for largest amounts of revenue. 

Another point of importance in this connection is that social 
objectives in legislation are almost always storm centers of po- 
litical feeling, and where such objectives are sought through 
taxation, the more fundamental question of getting adequate 
revenues may thus become entangled with partisan politics, 
against the public interest. 
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Conclusion 

To be successfully administered, a tax law needs to be sound 
and needs to be respected as such by taxpayers. Skillful admin- 
istrative officials can go a considerable distance in keeping an 
ill-advised tax law from failure, but although Congress is never 
responsible for actually putting the tax law into effect — for 
working it — Congress is finally responsible for its workability. 

This is because its workability depends primarily on the sub- 
stantive provisions of the law — the rules by which the dollar 
liability of each taxpayer is to be determined. The establish- 
ment of such rules is strictly a legislative function. Congress is 
responsible not merely for laying down these rules in the first 
place; I believe it has the further duty, whenever judges or 
administrative officials undertake to make new rules of this 
type, or to make substantial changes in any such rule, of either 
ivriting such changes into the act itself or of so refraining the 
law as to disaffirm the changes. 

These heavy responsibilities are the more difficult to carry 
out because Congressmen and Senators, in addition to making 
up their own minds as to what the tax law should be, must 
exercise such qualities of leadership that their own constituents, 
and public opinion generally, will back up sound tax legislation 
after it is enacted. That such leadership has to a reasonable de- 
gree been exercised is demonstrated by our country’s record 
of courageous and timely tax legislation. 

Finally, it would be disastrous indeed, from the govern- 
ment’s standpoint, if CongTCssmen and Senators merely kept 
their ears to the ground, advocating tax laws based only on 
what they hear. It is true enough that they are forced to give 
weight to public opinion, but it is also true that public opinion 
in these matters depends, and should depend, to a considerable 
degree on the quality of leadership which members of Congress 
bring to their task. Fortunately, the public is wise enough to 
expect leadership rather than mere subservience from their 
elected representatives. 
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RESPONSIBILITIES WHICH SHOULD BE MET 
BY EXECUTIVE DEPARTMENTS 

Edward H. Foley, Jr. 

Under Secretary of the Treasury 

P RACTICAL necessity demands that most tax forums be 
concerned principally with the tax man’s daily bread-and- 
butter problems: what salary is reasonable, what deductions are 
allowable, or what’s new in 102. It would be most unfortunate, 
however, if the private tax man were to live by bread alone, so 
to speak. Fortunately, a number of private tax experts are 
devoting a large portion of their time to the broad phases of 
tax administration. It is encouraging to find that this is being 
done. The Institute is to be commended for its concern with 
the broader phases of the tax problem, as is indicated by the 
topics being discussed in this symposium. It is particularly 
gratifying to know that men of the caliber of Mr. Miller, Mr. 
Angell, and my distinguished predecessor, Mr. Ballantine, are 
also sufficiently interested to bring to this subject the high 
standards of analysis and erudition which have always charac- 
terized their work. Mindful of their interest, I want to outline 
briefly the responsibilities which I think should be met by 
executive departments, particularly my own. 

When one speaks of the Treasury Department in connection 
with tax administration, it is natural first of all to think of the 
relationship of the Bureau of Internal Revenue to taxpayers. 
But that relationship is not to be my primary concern this 
afternoon, since it is to be treated by other speakers. It is my 
purpose to concern myself with the broader aspects of tax ad- 
36 
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ministration, namely, the role of the executive branch in the 
formulation of tax policy. Mr. Miller, in his excellent discus- 
sion, has described the operation of Congi'ess with regard to tax 
matters. Completion of the picture requires an examination of 
the role which should be played by the executive branch in the 
formulation of basic policy. 

Historical Precedent for Executive Participation 
IN Tax Legislation 

In recent times there has been some disposition to question 
the propriety of the executive branch taking part in the formu- 
lation of tax policy. There has even been some disposition to 
restrict its activities in this connection. That viewpoint, with 
which I am not in agreement, arises from a vague notion that 
policy-making and planning are exclusively a function of the 
Congress; that the executive branch should confine itself to the 
enforcement and administration of rules enacted by the Con- 
gress. Evidence of this attitude may be seen in the desire on the 
part of some to question the appropriations for the staff which 
assists the Secretary of the Treasury and the President in the 
formulation of the administration’s tax policy. 

So that there can be no mistake about it, let me say at the 
outset that I do not question the fact that the ultimate and final 
responsibility for the determination of legislative tax policy 
rests with the Congress. The point I want to make is simply 
this: tax legislative planning, in my judgment, is not solely a 
function of the legislative branch. The executive branch of the 
government can and should have a hand in the development of 
national policy. Indeed, the Constitution contemplates co- 
operation toward this end. Article 2, section 3, provides that 
the President “shall from time to time give to the Congress 
information of the State of the Union, and recommend to their 
Consideration such Measures as he shall judge necessary and 
expedient.” 

The need for this cooperation is not difficult to perceive. 
Congress operates through committees organized on functional 
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lines. The committee work is, to say the least, back-breaking. 
The most that can be expected from each committee is that its 
members will keep up with the details of the subject matter in 
their particular field, and that they will arrive at reasonably 
adequate solutions of the problems falling within their juris- 
diction. It is too much to expect that each committee can keep 
pace with the work of its sister committees. Moreover, the cre- 
ation of a balanced national program frequently requires that 
the desires of some committees must be subordinated to the 
recommendations made by others. Because each committee is 
autonomous and is not, except perhaps indirectly, subject to 
the control of any other, correlation of their respective pro- 
grams is not readily feasible. In early times, when life tvas 
simpler, the lack of centralized coordination ordinarily did not 
hamper the formulation of an integrated legislative program. 
Throughout most of the nation’s history, however, the Congress 
has recognized the value, and availed itself of assistance from 
the executive branch. 

If historical precedents are necessary to supply the authority 
of tradition for executive participation in the legislative proc- 
ess, instances from the earliest days are not lacking. Even under 
Washington, as Edwin Corwin has pointed out in his authorita- 
tive work on the office and powers of the President, the prin- 
ciple of separation of powers was not regarded as forbidding 
the President to propose legislation. Jefferson had a constant 
guiding hand on Congressional policy, although he made use 
of a party “Congressional Caucus” for the purpose — a sort of 
kitchen door approach. Jackson made the Presidential office an 
influential force in legislation, even though expressed mainly 
through use of the veto power. Later Theodore Roosevelt was 
so successful in influencing the course of legislation that his 
activities were severely criticized. His successors, Taft and 
Wilson, also played a large part in shaping legislative policy. 

The present practice of sending administration drafts of 
legislation to the Congress probably began during Theodore 
Roosevelt’s administration. Witness the Pure Food and Drug 
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bill in 1906, drafted by the Department of Justice. Proposed 
bills drafted in White House conferences were accepted in 
large part by the Congress and became the Federal Reserve 
Act of 1913. 

As is commonly known, later Presidents have not hesitated 
to participate in legislative planning; rather the practice has 
grown to maturity and is an accepted procedure. The organiza- 
tional problems of Congress in handling difficult legislative 
matters in recent years has no doubt contributed to this par- 
ticipation. But executive influence could not have developed as 
it did under President Franklin Roosevelt without Congres- 
sional recognition, tacit though it may have been, that the 
assistance is helpful and necessary. 

Importance of Executive Participation in Tax 
Legislation 

Today when the nation’s life is more complex than ever 
before, participation by the executive branch in legislative 
planning is especially important. Aside from the added burden 
of governmental responsibility that has accompanied the tre- 
mendous increase in our population to its present figure of 
some hundred and forty million, the trend of the times has 
seen ever increasing concern by the government with the wel- 
fare of the individual. Added to the burdens of Congress are 
those engendered by recognition of the fact that there is now 
greater political and economic interdependence among nations 
than has ever existed before. As a consequence, it has become 
necessary to consider legislation not only from the standpoint of 
its national effect, but also in the light of the impact of world 
problems upon our national life. 

Congress itself has recognized the need for adapting its 
method of operation to the increasing demands upon it. As one 
step it has sought to strengthen its organization through the 
enactment of the Legislative Reorganization Act. In the all- 
important field of government finances, the Congress has sought 
to provide the much needed correlation between government 
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receipts and expenditures by directing the committees o£ Con- 
gress responsible for revenue and appropriations to cooperate 
in the recommendation of a legislative budget. It has also pro- 
vided for increases in its own staffs of permanent technical 
advisers. 

These moves are, of course, highly desirable. They will un- 
doubtedly be helpful in achieving consideration of problems 
from an over-all standpoint. Developments in the last Con- 
gTess, however, indicate that these measures are not the com- 
plete solution to the problems of legislative planning. You will 
recall that in practice various factors did not permit the de- 
velopment of the legislative budget as contemplated by the 
Reorganization Act. You may also remember the conflicting 
decisions of the House Appropriations and Foreign Affairs 
Committees regarding the amount to be provided to carry out 
the European Recovery Act. So, too, increasing the number of 
technical advisers has not made assistance from the executive 
branch of government unnecessary. 

The need for participation by the executive branch in legis- 
lative planning is particularly pressing in the field of taxation. 
For one thing, it is a matter of good business practice to have 
close cooperation between the appropriating branch and the 
collecting and spending branch in the shaping of a tax program. 
Moreover, taxation today affects every part of our economy. 
Intelligent tax planning, therefore, calls for integi'ation of a 
great variety of considerations that are the concern of many and 
diverse agencies of government. Personal exemptions under 
the income tax laws must be viewed with some regard to sub- 
sistence needs and hence with regard to changing price levels. 
Rate levels may exert an important effect on the living stand- 
ards and spending patterns of almost all of the population. 
Corporate tax rates and methods of taxation may influence the 
growth and development of new business enterprises wfliich are 
essential to a dynamic and expanding economy. Excise taxes 
are important variables in the lives and well-being of whole 
industries. Interest rates, credit controls, and other general 
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aspects of the government s fiscal program are all influenced 
by federal tax policies. 

Qualifications of Executive Branch to Participate in 
Formulating Tax Program 

The executive branch of the government — the Treasury De- 
partment in particular — is especially qualified to assist Congress 
in formulating a tax program which is fiscally sound and which 
is in harmony with other national legislative programs. The 
Treasury has a staff of technicians continually engaged in 
gathering and analyzing facts on various phases of our eco- 
nomic life. For example, the Office of International Finance 
conducts studies of economic conditions in foreign countries. 
These studies are invaluable in the solution of monetary and 
currency problems related to our foreign trade; they are like- 
wise useful in the formulation of our foreign aid programs. 
The Office of the Technical Staff, which is charged with the 
duty, among other things, of preparing revenue estimates in 
connection with the President’s budget, must keep itself abreast 
of changing business conditions. It is thus well suited to supply 
information essential to the formulation of proper fiscal 
policies. 

In performing these functions the Treasury draws upon its 
oivTi vast experience in this type of work. It seeks the advice 
of other governmental agencies. It has the benefit of the studies 
by private research groups. It consults with representatives of 
commerce and industry and prominent figures in the academic 
world. The assistance of these groups is utilized both with 
respect to the broad aspects of economic life and in specialized 
fields such as taxation. 

The group within the Treasury Department which assembles 
the facts and prepares the economic, statistical, and technical 
analyses necessary to the tax phase of the Treasury’s activities 
is the '’division of Tax Research. That division prepares basic 
surveys of the tax problems of the federal government, studies 
alternative methods of meeting revenue requirements, and 
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analyzes methods of adjusting the tax system to changing eco- 
nomic conditions. It analyzes the tax system not only with a 
view to obtaining revenue yields large enough to meet pros- 
pective requirements, but also with a view to making adjust- 
ments which will be fair to taxpayers and avoid undesirable 
economic effects. As part of this work, it studies the taxes 
affecting individuals to determine their effects on particular 
groups of taxpayers, to avoid inequity among taxpayers within 
a given group, to ascertain methods of meeting administrative 
and compliance problems, and to devise ways of integrating 
particular taxes with the tax system as a whole. In tlie course of 
these studies, it makes technical analyses of the problems in- 
herent in various tax measures, and it makes statistical analyses 
of the distribution of the burden of specific taxes, the total 
federal tax load, and the combined federal, state, and local 
burden. 

In recent years the division has worked primarily on the 
problems of postwar federal tax revision. It has conducted 
studies of a number of major tax items in the fields of business 
taxes, individual income taxes, excise taxes, estate and gift 
taxes, and social security taxes. Some of the better known of 
these valuable studies are “The Postwar Corporation Tax Struc- 
ture,” “Income Tax Treatment of Pensions and Annuities,” 
and “Taxation of Small Business.” Considerable material, in- 
cluding a study on “The Tax Treatment of Family Income,” 
was prepared in connection with the Revenue Act of 1948. 
These technical studies were released to the public and demand 
has exceeded our available supplies. 

In the preparation of its studies, the division frequently calls 
upon the services of outside experts in order to get the benefit 
of their experience and observations both as economists and as 
authorities in the field of fiscal policy and taxatioif/lveceiitly, 
for example, the division sought the views of economists, ac- 
countants, and representatives of industry in connection with 
its study of depreciation problems.’ There have been counted 
among the division’s consultants over the years a number who 
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are currently members of your own Advisory Council: Roy 
Blougii, Harold M. Groves, James W. Martin, Lawrence H. 
Seltzer, and Carl Shoup. 

Legal studies as well as economic studies must form the 
gTOuiidworlc for determination of tax policy by the Secretary 
of the Treasury. Study of the legal, technical, and administra- 
tive aspects of recommendations for changes in the tax system is 
the function of the Tax Legislative Counsel who, together with 
his staff, comprises a part of the Office of the General Counsel. 
Equally important is constant surveillance of the judicial and 
practical application of existing law to detect and take action 
to close looplioles and to prevent inequities which may be 
present. One of your former presidents, Thomas Tarleati, not 
so long ago was Tax Legislative Counsel of the Treasury 
Department. 

In carrying out his duties the Tax Legislative Counsel keeps 
abreast of tax legislative needs in a variety of ways. Lie and his 
staff confer with tax attorneys, accountants, representatives of 
commerce and industry, and representatives of various profes- 
sional groups such as your own, the American Bar Association, 
the American Bankers Association, American Institute of Ac- 
countants, and Life Insurance Association of America. It is his 
function to analyze legislative recommendations made by these 
and many other groups. In addition he has the assistance and 
experience of the Bureau of Internal Revenue in its continuous 
work of strengthening the administration of the revenue laws. 
The Tax Legislative Counsel is thus in an especially good 
position to evaluate the merits of tax proposals from the view- 
point of taxpayers as well as that of the tax collector. In con- 
nection with this work, he must, of course, study the legislative 
history of existing law, current court decisions, and depart- 
mental rulings. These processes are continuous in order that 
the department may be in a position to present its views effec- 
tively whenever the Congress considers a tax bill. 

To improve the equity and administration of our tax system 
as applied at the international level, the Tax Legislative Coun- 
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sel represents the Treasury Department in international tax 
matters. Members of his staff, as well as representatives of the 
Bureau of Internal Revenue, participate in the negotiation of 
treaties for the prevention of international double taxation and 
for administrative cooperation between the United States and 
other nations. 

When the office embarks upon studies of technical problems 
of a more extensive nature, it enlists the cooperation of advisory 
committees composed of prominent tax authorities outside the 
government. An example is the study entitled “Federal Estate 
and Gift Taxes — Proposal for Integration and for Correla- 
tion with the Income Tax.” This study was prepared jointly by 
the Tax Legislative Counsel, the Division of Tax Research, 
the Bureau of Internal Revenue, and an advisory committee 
consisting of George K. Bowdin of Chicago, Jesse R. Fillman 
of New York City, Lawrence E. Green of Boston, Dean Erwin 
N. Griswold of Cambridge, and Harry J. Rudick of New Y''ork 
City. Although, as anticipated, this project has given rise to 
considerable controversy, in which I believe some of you have 
engaged, it appears to be generally agreed that the project was 
a very worthwhile one. The help of the outside experts was 
indispensable. 

The primary purpose of the work done by the Division of 
Tax Research and the Tax Legislative Counsel is, of course, 
to prepare materials and recommendations for use by the Secre- 
tary of the Treasury in determining Treasury policy. The 
/ work of each office is a specialty; they contribute different and 
necessary elements to the whole program. Decisions in many 
matters are arrived at only after consultation with other mem- 
bers of the cabinet, the Council of Economic Advisers, the 
Bureau of the Budget, and when the situation requires, the 
President himself. Once the executive progTam has been de- 
cided upon the Treasury Department is in a position to work 
with those in the legislative branch who are charged with tax 
planning, that is, the Committee on Ways and Means and the 
Senate Finance Committee. 
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Everyone knows, of course, that the views of the executive 
branch will not always coincide with those of the Congress. 
But whether there are differences or not, and whether those 
differences are over matters of detail or are more fundamental, 
there is always room for Treasury participation. Actually, as 
well as historically, the Treasury Department is the repository 
of accumulated fiscal knowledge. This knowledge is available 
to the executive branch and to the public at large as well. 
It is and should be available to the legislative branch. 

The joint efforts and close cooperation of both branches of 
government have, over a period of years, produced a tax system 
supplying the necessary revenue which, at the same time, has 
been designed to operate equitably and to encourage private 
initiative. We in the Treasury look forward to a continuation 
of those results through cooperation with the Eighty-first Con- 
gress and subsequent Congresses. / 
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RESPONSIBILITIES WHICH SHOULD BE MET BY 
EXECUTIVE DEPARTMENTS 

Montgomery B. Angell 
Davis, Polk, Wardwell, Sunderland & Kiendl 

The Problem 

T he CONGRESS enacts and presents to the executive 
departments the revenue statutes which comprise our 
scheme of taxation. The duty falls upon the executive depart- 
ments to interpret, administer, and enforce such statutes. These 
statutes cover a variety of taxes: the individual and corporate 
income taxes, the estate taxes, the gift taxes, and the excise 
taxes. Many of these different taxes touch one upon the other, 
and frequently the adoption, or rejection of a principle of 
substantive law will govern the application of two or more 
of these different taxes. 

In order that our entire scheme of taxation be given unity 
and integration, it is necessary that there be developed certain 
broad policies of interpretation, which will insure a fair, just, 
and equitable program of enforcement. Unless these policies 
are framed on a comprehensive basis with a view of integrating 
our entire scheme of taxation, we are bound to experience 
incongruous results. Distortions will appear here and there, 
requiring frequent statutory amendments in order to overcome 
them. Nothing can be more subversive to a normal and healtliy 
growth and development of our income tax structure than 
what I may call a piecemeal method of interpretation. 

The Commissioner of Internal Revenue, as the head of the 
46 
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Bureau, is of course charged with the duty of framing the 
broad policies which should control in interpreting the revenue 
laws. In the first instance, the problem of interpretation and 
enforcement is administrative, although in performing the 
administrative duties the judicial function must be exercised 
within the Bureau. To this end, the Commissioner is author- 
ized to prepare and promulgate — with the approval of the 
Secretary of the Treasury — formal Regulations. The major 
function of these Regulations is to implement the statutes by 
elaboration, and by clarification in the event of any latent 
ambiguity. Thus, the Regulations are a major vehicle in shap- 
ing the interpretative and integration policies. 

Under a system of voluntary return and self-assessment, the 
first impact of the statute upon the taxpayer’s affairs arises on 
examination and audit of a return. Out of such an audit, con- 
troversies arise, and the second major vehicle in shaping the 
interpretative and integrating policies is the settlement of such 
controversies in the form of published and unpublished rul- 
ings, which supplement the formal Regulations. 

With the advent of decentralization and the administrative 
determination of tax controversies largely occurring in the field, 
uniformity of interpretation and enforcement became more 
difficult of accomplishment. But these obstacles are now largely 
overcome through intra-Bureau rulings and post-audit review 
in Washington, thus insuring a unity of administrative inter- 
pretation and enforcement, and proper integtation between the 
several kinds of taxes. 

But the main vehicle of interpretation and integration are 
the litigated controversies which find their way into the courts. 
Because in such cases the Commissioner is a litigant and not 
the arbiter, it is here where the major problem of achieving 
unity and integration arises. The Commissioner through his 
attorney presents the Bureau view, a view which, since it is 
now the view of an advocate, is often colored by advocacy. 
The taxpayer through his attorney presents his views, which 
invariably are colored by self-interest in the particular case. 
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without regard to the ejffect of the decision on the broad sweep 
of our scheme of taxation. Upon the basis of these two diver- 
gent views, neither of which can be said to be impartial, the 
bench in question must undertake to interpret and apply the 
statute as best it can. Without a rounded knowledge of our 
whole scheme of taxation, and frequently without any real 
appreciation of the major simple principles which underlie 
such scheme, the judiciary will reach a result which from a 
broader standpoint is quite disconcerting and often requires 
a change in the interpretation of a wholly different provision 
of the law, and, indeed, a different class of tax. 

For example, under Bureau interpretation and Bureau rul- 
ings, the settlor of a trust who had surrendered the right to 
retake for himself income and corpus but who had reserved 
the right to change beneficiaries, was deemed to have made a 
gift when he relinquished the power to retake for himself. The 
income tax rule was in accord. So long as the settlor had the 
right to retake for himself, the settlor was required to pay 
income taxes in respect of the trust income, but upon the sur- 
render of such a right, even though he reserved the right to 
change the beneficiaries, the income tax burden passed from 
tl^ settlor to the trust — or to the beneficiaries. 1 
Then the Sanford case arose, involving a gift tax of 
1 1,000,000. Administratively, the Bureau re-examined the exist- 
ing rulings, and because the rulings were sound in principle, 
and a change of rule would necessarily result in gieat confusion 
and possible loss of revenue over the long run, it reiterated 
the existing rule, even at the expense of losing currently a very- 
substantial tax. This was sound policy. 

A year or so later, the Hesslein case arose in a Federal Dis- 
trict Court, where it was in the interest of the taxpayer to 
postpone the gift tax until all powers were relinquished. The 
United States Attorney adopted and argued the Bureau view, 

■i- Knapp V. Hoey, 24 F. Supp. 39 (S.D. N.Y., 1938), aff’d, 104 F. (2d) 99 (C.C.A. 
(2d), 1939). 
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namely, that a gift tax occurred on the surrender of the power 
to retake. The District Court sustained the taxpayer.'^ 

The government then appealed to the Circuit Court of 
Appeals for the Second Circuit and the Circuit Court, over- 
ruling the government’s contentions, affirmed, thus upsetting 
the prevailing administrative rule.^ The government applied 
for certiorari but it was denied. Confronted with this decision, 
the Bureau reopened the Sanford case and issued a deficiency 
notice. A case was made on an agreed statement of facts before 
the Board of Tax Appeals, which followed the Second Circuit 
Court’s decision in the Hesslein case. On appeal to the Third 
Circuit, the Third Circuit affirmed on the basis of the Second 
Circuit’s decision, indicating, however, that had it not been 
for such decision, it would have reversed.^ 

In the meantime the government, not giving ground nor 
losing heart, had brought up and lost another case involving 
the identical question in the Second Circuit.^ Petitions for 
certiorari were filed in the Sanford case — by the taxpayer — 
and in the Humphreys case — by the government — and both 
petitions for certiorari were granted. 

The two cases were argued before the Supreme Court on 
the same day. Although respondent in one case and appellant 
in the other, the attorney for the Department of Justice in- 
sisted on maintaining a rigid neutrality, even though repeat- 
edly urged by the Chief Justice to state which position the 
Department of Justice believed to be sound. Without any guid- 
ance from the government as to the Bureau’s view, the Supreme 
Court affirmed in both cases, thus finally upsetting the estab- 
lished Bureau rule.® 

With the finality of the decision, the existing income tax 
rule was considered not in line, and, accordingly, the adminis- 
trative rule was changed so as to impose the income tax on the 

'^Hesslein v. Hney, i8 F. Supp. 169 (S.D.N.Y., 1937). 

-‘Hesslein v. Hoey, 91 E. (ad) 954 (C.C.A. ad, 1937). 

^Sanford's Estate v. Commissioner, 103 F. (ad) 81, 83 (1939). 

^Humphreys v. Rasquin, loi F. (ad) 1013 (1939). 

G Estate of Sanford v. Commissioner, 308 U.S. 39 (1939), and its companion case 
Rasquin v. Humphreys, 308 U.S. 54 (1939). 
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settlor so long as he retained the power to change beneficiaries, 
even though he already had relinquished the power to retake, 
and the courts have now given their blessing to the changed 
ruled This was in 1939. Both Bureau and taxpayer are still 
struggling over innumerable cases affected by this fundamental 
change of rule. But in the meantime Congress was forced to 
enact a relief measure occasioned by and growing directly out 
of the change of rule.® ^ ‘ ' ' 

Had the Department of Justice taken a firm position in 
support of the Bureau’s original administrative rule when the 
issue for the first time was squarely before the Supreme Court 
in the Sanford and the Humphreys cases, the Supreme Court 
might, and very probably would, have sustained the original 
Bureau rule. But without leadership from the government, the 
Supreme Court was left to resolve the issue as best it could. 
The decision in the Sanford case has often been attacked as 
unsound and as resulting in the loss of revenue. Certainly great 
confusion has followed in its wake. All of this probably could 
have been avoided had the Department of Justice adopted a 
firm position in support of the original administrative rule. 

This illustration is only one of many which serve to indicate 
the importance of intelligent control exercised by the executive 
departments over litigated cases. In the past ten years there 
have been at least five instances in which decisions of the 
Supreme Court have resulted in such violent distortions of 
the general scheme of our revenue laws that Congress has over- 
turned such decisions by amendatory legislation.'-^ In four of 

4 ' 

7 Commissioner v. Buck, 120 F. (2d) 775 (C.C.A. 2d, 1941); Brown v. Comrnis- 
sioner, 131 F. (2d) 640 (C.C.A. 3d, 1942). 

8 Many taxpayers, relying upon the original rule, had filed gift tax returns 
and paid tax on the relinquishment of the power to retake, yet under the new 
rule, a gift tax arose upon the final surrender of all retained powers, thus ex- 
posing such taxpayers to a double gift tax liability. Accordingly, by Section 
502 of the Revenue Act of 1943, Congress provided that where a gift tax had 
been paid on the surrender of the power to retake, there would be tio liability 
for a gift tax on the surrender of the remaining powers, limiting the relief, ho^v- 
ever, to final surrenders after June 7, 1932 (the date of the second gift tax act) 
and before January 1, 1940. 

9 United States v. Handler, 303 U.S, 564 (1938) holding that the assumption of 
debt rendered taxable an otherwise nontaxable reorganization; overruled by 
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these cases the Supreme Court review was initiated by the 
Department of Justice, and in the fifth, an afiirmance, the 
government won below. But the views of the Department of 
Justice, although upheld by the Supreme Court, were promptly 
repudiated by Congxess. With appropriate and effective control 
over appeals in tax cases, this incongruous situation could have 
been avoided. 

The Present Method of Meeting the Problem 

The existing division of authority between the Bureau on 
the one hand and the Department of Justice on the other is 
not, it seems to me, conducive to a unified policy of inter- 
pretation. The Bureau attorneys handle cases initiated in the 
Tax Court of the United States. When the Tax Court has 
spoken, and in the event of an appeal, the jurisdiction over 
the appeal passes to the Department of Justice, where the case 
remains until final decision. A case initiated in the federal 
District Court is handled by the local United States Attorney’s 
office which, of course, is under the Department of Justice. 
A case arising in the Court of Claims is also in the exclusive 
jurisdiction of the Department of Justice. Indeed, in these two 
classes of cases the entire litigation is in the hands of the De- 
partment of Justice. 

The initiation of all these classes of cases lies with the tax- 
payer, which necessarily means that the Commissioner of 
Internal Revenue has already taken a position administratively. 
The question of upon what theory the defense should be made 


Section 213 of the 1939 Revenue Act, now I.R.C. Section 112(h); Helvering v. 
Enright, 312 U.S. 636 (1941) requiring the inclusion in the prior to death return 
of a deceased partner’s rights to receive partnership fees; overruled by Section 
134 (e) of the 1942 Revenue Act, now I.R.C. Section 126; Elelvering v. Bruun, 309 
li.S. 461 (1940) holding the recovered improvements on a forfeited lease were in- 
come; overruled by Section 115 of the 1942 Revenue Act, now I.R.C. Section 22(b) 
(11): Helvering v. Stuart, 317 U.S. 154 (1942) holding that income of a trust dis- 
tributable to the children was taxable to the settlor whether or not in fact dis- 
tributed; overruled by Section 134 of the 1943 Revenue Act, now I.R.C. Section 
167(c); Higgins V. Commissioner, 312 U.S. 212 (1941) holding that a nonbu,siness 
investment expense is not deductible although incurred in managing personal 
investments; overruled by Section 121 of the 1942 Revenue Act, now I.R.C. Sec- 
tion 23(a) (2). 
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is of importance. But the necessity of effective control really 
arises at the point where a decision must be made whether or 
not a judgment of the Tax Court or of a District Court shall 
be reviewed; and, again, following the judgment of the Circuit 
Court of Appeals or of the Court of Claims, whether certiorari 
should be applied for in the Supreme Court. In these several 
instances a decision must be made, and it is at this point that 
effective control should be exercised, with a view of insuring 
an appropriate interpretation and of avoiding distortions. 

Without any exact knowledge as to how the problem is 
now being handled, it is my understanding that, in the case 
of an adverse decision of the Tax Court, a group within the 
Bureau meets and decides whether the Bureau recommends for 
or against an appeal. Once the recommendation is made, it 
is forwarded to the Department of Justice. Although according 
great weight to the Bureau recommendation, the Department 
of Justice, I understand, reserves the power to act independ- 
ently in making the final decision. In cases arising in the federal 
District Court, I presume that, again, the Bureau makes a 
recommendation, but that the Department of Justice, while 
usually following it, may on occasion act independently. 

Because of the overlapping of authority and the practice of 
the Department of Justice to review a case fully before deciding 
whether or not an appeal will be perfected, the question must 
be twice considered; first, in the Bureau in formulating a 
recommendation and again in the Department of Justice in 
making the decision. The Tax Division of the Department of 
Justice, headed by an Assistant Attorney General, now com- 
prises a large group of attorneys, whose duties include the 
weighing of the considerations for and against the advisability 
of appeal, with a view of reaching a decision independently 
of the Bureau. This means that the Commissioner of Internal 
Revenue is not the sole arbiter, but that the Department of 
Justice shares with him the authority to make the decisions 
on appeals. The result is a duplication of effort. 

Perhaps as a result of the lack of a unified control over 
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appeals, or perhaps because of the frailties of human nature, 
experience has shown that the controlling consideration for or 
against an appeal is the amount of money involved or whether 
the Department of Justice feels that there is a reasonable likeli- 
hood of a win. Assuredly, there has been little evidence in the 
past years indicating that the decision is rested upon any broad- 
range policy of interpretation and integration. To permit the 
decision to turn either upon the chances of success in the given 
case or upon the amount of money involved, or upon both, 
results in what I have called a piecemeal interpretation of the 
statute.io 

The amount of money involved should not be regarded as 
an important factor in deciding whether to appeal or not to 
appeal a given case. Our revenue scheme is based upon the 
principle of equality in application and enforcement; an 
equality, not only between the government and the taxpayer, 
but an equality among taxpayers, big and little. Whether a 
certain interpretation ascribed to a provision of the revenue 
law results in a tax of $io or 1 1,000,000 should be of no conse- 
quence. The important thing is to strive for an interpretation 
which will conform to an integrated and comprehensive system 
of levying taxes. If we can be assured of a well-rounded system 
predicated upon a sound body of substantive law, if we can 
achieve a system which will be fair and equitable among tax- 


10 There have been occasions where the Department of Justice has taken posi- 
tions in conflict with the Commissioner’s own Regulations. For example, in 
Langstaff v. Lucas, 9 F. (sd) 691, (W.D. Ky., 1925) the Collector frankly argued that 
the Regulations involved were invalid; in Helvering v. R. J. Reynolds Tobacco Co., 
306 U.S. 110 (1939) the Commissioner sought to impose a tax on the profits real- 
ized by a corporation upon the purchase of its own stock, although under the 
applicable Regulations such a tran.saction did not result in taxable income; and 
in Helvering v. Minnesota Tea Company, 296 U.S. 378 (1935) the Commissioner 
contended that a certain transaction was taxable when under the existing Regu- 
lations it was a nontaxable reorganization. More recently, in Helvering v. 
Griffiths, 318 U.S. 371 (1943), the Commissioner contended that a stock dividend 
in common stock on common stock was taxable, even though the applicable 
Regulations in effect at the time of the dividend declaration clearly stated that 
such a dividend was not taxable. Before making the ca.se, the Commissioner had 
taken the precaution of changing the Regulations, The attack really was an 
attack upon the validity of the original Regulations, which the Supreme Court 
was quick to perceive and point out. The Court upheld the earlier Regulations. 
The Regulations as changed are still in effect. 
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payers however circumstanced, the question of revenue may 
readily be met by an increase or decrease in the rates. 

The chance of success in a given case certainly should not 
play a major part in deciding whether an appeal should be 
taken. Cases which, for one reason, or another, have proven 
easy to win on appeal, have often given rise to a distortion, 
sometimes even requiring correction by statutory amendment. 
On the other hand, a number of the major principles which 
underlie our taxing statutes have called for the utmost effort of 
government attorneys to sustain. The courts frequently have 
proved stubborn, yet, with the power and influence of the 
government behind a case, if the case involves a principle of 
major importance, the government should not hesitate to go 
forward. Mr. Solicitor General Lehman had a saying: “When- 
ever the case is rightly decided, the Government wins.” This is 
a principle which may well be borne in mind in undertaking 
to interpret and apply our revenue statutes. 

As things exist today, and as they have existed for some time, 
there is certainly room for improvement in the means and 
methods of making decisions on appeals, even within the frame- 
work of our present division of authority between the Com- 
missioner of Internal Revenue and the Department of Justice. 

The Suggested Solution 

It has been suggested that the handling of tax cases in the 
federal District Courts should be by attorneys of the Bureau, 
and that when a case reaches an appellate court, whether from 
a federal District Court or the Tax Court, a Bureau attorney 
should continue to handle the case. In this fashion, it is said, 
all litigation in tax cases would fall under the supervision of 
the Commissioner of Internal Revenue, thus assuring unity of 
interpretation and integration. 

Again it has been suggested that if litigated cases are con- 
tinued to be handled as at present, the final determination 
as to whether or not an appeal is tc be taken should lie with 
the Commissioner of Internal Revenue, acting through his 
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Chief Counsel, and that the Department of Justice, while 
supplying the necessary attorneys to represent the government 
in presenting the case, should have no voice in determining 
whether an appeal should or should not be taken. 

These solutions, while, perhaps, having much to commend 
themselves from the standpoint of centralizing the policy- 
making powers, nevertheless would cut sharply across the exist- 
ing practice, and would relegate the Department of Justice 
to a subordinate position in tax problems. But there is, it seems 
to me, a solution which will avoid the difficulties and at the 
same time assure a unified control over the policy of appeals. 
Handicapped, perhaps, by the fact that I have never served in 
the Bureau or in the Department of Justice, nevertheless, with 
some timidity, I suggest the solution. 

I suggest that there be created within the Bureau of Internal 
Revenue a committee or group of three attorneys, two ap- 
pointed by the Commissioner and one appointed by the Attor- 
ney General. In this committee there would be centered the 
whole problem of unification and integration, whether arising 
in connection with the formal Regulations of the Commis- 
sioner, or in the formal and informal rulings made in the 
course of administrative contests, or in the course of litigated 
cases in the courts. 

It would be the sole and exclusive duty of this committee 
of three to exercise directive control over the interpretation 
and integration of all our revenue taxes — income, gift, estate, 
and miscellaneous. Taking the formal Regulations of the Com- 
missioner as a main chart and compass, it would devolve upon 
the committee to direct and restrain all actions involving the 
interpretation of the several taxes, so as to insure a well- 
rounded and integxated scheme of taxation. To do this effec- 
tively would require close attention to and study of the formal 
Regulations and the amendments thereto, the propriety of pub- 
lished and unpublished administrative rulings and, above all, a 
familiarity with and control over all cases in litigation. Indeed, 
in view of the magnitude of our taxing system and the in- 
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numerable ramifications of its application, distortions are 
bound to occur, until we have some unified group charged 
with formulating general policies of interpretation and effectu- 
ating such policies through the various channels involved. 

It will be said that this is a pretty big job. It is. But it is 
not, I believe, beyond accomplishment. It will, of course, 
require the selection of highly trained, broad visioned, and 
fair-minded men; it will require character of a high order; it 
will require familiarity with and constant attention to all liti- 
gated cases pending in the Tax Court, the federal District 
Courts, the Court of Claims, and the appellate courts. But, if 
such a group can be successfully created, and we have patience 
while it is organizing and grappling with the problems, it will, 
I feel assured, accomplish much in the saving of time, in the 
avoidance of long-drawn-out controversies, and in the need for 
amendments occasioned by short-sighted prosecution of appeals. 

I have suggested a committee comprised of two attorneys 
appointed by the Commissioner and one by the Attorney Gen- 
eral. This seems to me an appropriate balance. The Commis- 
sioner, primarily, is charged with the responsibility of giving 
a well-rounded and appropriate development to our revenue 
statutes through the process of interpretation and integration, 
and, accordingly, he should be the directive force in the exer- 
cise of controls. But the Tax Division of the Department of 
Justice has now had long experience in tax controversies. It 
has struggled with the meanings of obscure and sometimes con- 
flicting provisions. It is familiar with the mass of court de- 
cisions, and, of course, ultimately it is called upon to present 
the government’s case on a given question of interpretation. 
Accordingly, it should have a representative on the policy- 
making committee. Through this representative on the com- 
mittee, the Solicitor General would have a voice in reaching 
controversial decisions involving the advisability of appeals. 


11 If a committee of three is deemed too small, it could be increased to five, of 
which three would be appointed by the Commissiotter and two by the Attornev 
General. * 
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The finality of the decisions of such a committee should, 
perhaps, vary depending upon the particular vehicle of inter- 
pretation involved. The Commissioner is charged with the 
formulation and promulgation of the Regulations, with the 
approval of the Secretary of the Treasury. The Regulations 
before promulgation should be submitted to the committee for 
its views, but in this field the decision of the Commissioner 
should be final. In the same way, published and unpublished 
rulings should be considered by the committee, but here again, 
since the matter of interpretation is purely administrative, the 
committee should be advisory and the final action should rest 
with the Commissioner. 

In litigated cases, however, certainly in questions involving 
whether or not an appeal should be taken, the determination 
of the committee should be made final and binding. This is 
for two reasons. First, unity of control over appeals can be 
exercised properly only if power of control exists in one group. 
Secondly, in view of the interdepartmental division of authority 
neither the Bureau alone should have the final decision nor 
should the Department of Justice alone have the final decision; 
the decision should be made jointly through the representatives 
of each, but once so made it should not be subject to further 
review. 

In closing, let me say that I have approached this problem 
and the solution, not in a critical attitude, but with a view 
of meeting a problem which experience has shown is grave 
and not easy of solution. As our income tax statutes become 
more intricate, there is a greater tendency toward piecemeal 
interpretation, for it is the line of least resistance. Perhaps it is 
the detail and particularity in provision which have given the 
courts the most difficulty. Where a case is centered upon the 
meaning of a certain provision, it is difficult for the courts to 
realize the often far-reaching effect which will result from 
assigning to such a provision a certain interpretation. Indeed, 
it is not the function of the courts to give direction to the 
broader play of the revenue laws or to undertake to formulate 



58 INCOME TAX ADMINISTRATION 

and apply basic policies of interpretation and integration. 
This, it seems to me, is the duty of the executive branch of the 
government. In fulfilling this duty, the attorneys charged with 
presenting the case for the government should endeavor to 
assist the courts in understanding the broader background upon 
which the interpretation of the particular provision involved 
must rest. This means more direction and guidance by the 
executive branch than we have had in the past. Indeed, to 
carry out this duty, I should like to see the Judicial Code 
amended so that the Solicitor General may apply to the Su- 
preme Court for a writ of certiorari in a case which the 
government has won below, but which, because of the impor- 
tance of the principle involved, should be reviewed by the 
Supreme Court without delay, in order to secure an early and 
authoritative determination. Properly used, such a power would 
be of great assistance in the constructive effort of the executive 
branch to establish major principles deemed essential in a well- 
rounded and integrated scheme of taxation. 



CHAPTER V 


RESPONSIBILITIES WHICH SHOULD BE MET 
BY THE COURTS 

Arthur A. Ballantine 
Root, Ballantine, Harlan, Bushby ir Palmer 

TN RECENT YEARS the federal courts have exercised very 
freely their prerogative of applying a tax statute not in 
accordance with its wording, but in accordance with the judges’ 
view of the correct tax in the particular case before them. 
Desirable as the result in that case so obtained may seem to be, 
the general result of judicial increase or contraction of statutory 
wording has been to create confusion and uncertainty for those 
who properly seek to know in advance the tax result of con- 
templated transactions. That confusion will be eliminated only 
when courts return to permitting tax statutes to stand as written 
by Congress. 

To reject the effect of a transaction which is a sham is the 
duty of the courts in dealing with tax questions as with other 
questions. To reject the tax effect of a transaction which con- 
forms to the wording of a tax statute is not to deny recognition 
to a sham, but to deny recognition to the statute itself. The 
statutory line may not always be clear, but observance of the 
line when ascertained is essential to orderly and understandable 
taxation. 

The two great questions which arise in so many aspects under 
the income tax law are (i) what is income, gross or net, and 
(2) to whom is particular income taxable. Striking instances 
of confusing court departure from tax statutes are to be taken 
from both fields. 
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Income Status — The Gregory Departure 

The much discussed Gregory decisions in 1934 and 1935 
(293 U.S. 465) were based upon reading in by the courts of 
qualifications not expressed in the statute, with uncertainty 
ever since as to what tax consequences may attach to corporate 
reorganization transactions of constant importance. 

Receiving payment in the form of goods or securities of 
course does not put that payment beyond the reach of the 
income tax. But from the time when income tax rates became 
high it was recognized that for reasons both of fairness and 
policy the taxpayer’s receipt of securities incident to a change 
in corporate structure ought not to be held to be a closed 
transaction giving rise to tax. 

Recognizing the need for flexibility in business framework, 
beginning with the 1918 Act there have been included in the 
statute the so-called “reorganization” provisions. As Solicitor 
of Internal Revenue I happened to draw the first of those 
sections — Section 202(b) of the Revenue Act of 1918. That 
section, said the Senate Finance Committee, was designed “to 
negative the assertion of tax in the case of certain purely paper 
transactions.” This phraseology was not apt, for if what was 
intended was to cover only what were actually “purely paper 
transactions,” there would have been no occasion for the 
exemption provision. 

As experience accumulated, it was perceived that situations 
arising as to corporate changes were many and complex. Flow 
they should be dealt with was emphatically a matter of tax 
policy for Congress. They could not be brought under a single 
provision or phrase. In the development of the Act more de- 
tailed reorganization provisions were included. The 1924 Act 
added a new Section 203(c) — Sec. 112(g) in the 1928 Act — 
which provided that; 

If there is distributed in pursuance of a plan of reorganization to a share- 
holder in a corporation a party to the reorganization, stock or securities in 
such corporation or in another corporation a party to the reorganization, 
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without the surrender by such shareholder of stock or securities in such a 
corporation, no gain to the distributee . . . shall be recognized. 

This provision was inserted as covering “a common type of 
reorganization” falling within the general purpose of the re- 
organization provisions. The language used was very broad. 

The Gregory case arose in 1932 under that Section, appear- 
ing as 112(g) of the Revenue Act of 1928, a section eliminated 
by the Act of 1934. The taxpayer, the sole owner of stock of 
the United Corporation, brought about a “reorganization” 
proceeding, by which a block of certain shares of stock of 
another corporation — the Monitor Corporation — was trans- 
ferred to a specially created corporation — the Averill Cor- 
poration — the stock of that corporation being issued to her. 
The specially created corporation in the “reorganization” was 
dissolved three days later, and the block of Monitor shares 
transferred to it were distributed to her in liquidation. The 
taxpayer immediately sold the block of shares, and returned 
her profit as a capital gain. 

The position of the Treasury was that the taxpayer had in 
effect received the block of shares as a dividend from the 
corporation which she owned, and that the tax due was a tax 
on a dividend amounting to .$10,678 more than the tax on the 
capital gain from receipt of the Monitor shares through the 
reorganization route, as returned by the taxpayer. 

There was no question but that the reorganization sections 
of the statute (Sections 203(g) and (h)) had literally been fol- 
lowed in the transaction, the literal consequence being capital 
gain and not dividend gain. Such was the conclusion reached 
by the Board of Tax Appeals (27 B.T.A. 223 (1932)) which 
sustained the taxpayer, stating: 

A statute so meticulously drafted must be interpreted as a literal expression 
of the taxing policy. 

On appeal, however, the Circuit Court was incensed by the 
idea that the use of the “reorganization” method instead of the 
dividend method of getting out the shares to be sold could 
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operate to accomplish the tax saving. So feeling, the Court was 
faced with the alternative of either accepting the clear result 
of the application of the reorganization section as written, 
presumably with a sounding of a warning note to Congress, 
or rejecting the terms of the statute and reaching the desired 
tax result. The wish for what seemed a satisfactory result in the 
case before the Court prevailed over any sense of need to 
adhere to the terms of the statute. 

The opinion of the Circuit Court of Appeals, Second Cir- 
cuit, written by Judge Learned Hand, holding that there had 
been no reorganization “within the meaning of the statute,” 
stated (69 F. (2d) 8og, at p. 811): 

the underlying presupposition is plain that the readjustment shall be under- 
taken for reasons germane to the conduct of the venture in hand, not as an 
ephemeral incident, egregious to its prosecution. To dodge the shareholders’ 
taxes is not one of the transactions contemplated as corporate ‘'reorganiza- 
tions.” [Underscoring added.] 

Sympathetic as one may be with the Court’s feeling against 
the result of application of the words of the statute to the 
Gregory facts, one may question the reason assigned to justify- 
ing departure from the statute. As the whole purpose of the 
reorganization provision is to eliminate what would otherwise 
be stockholders’ taxes, it follows that if a transaction falls 
within the provisions the stockholders’ taxes cannot be said to 
be “dodged.” And from what other than the presupposition of 
the Court was the “underlying presupposition plain” that the 
readjustment must be “germane to the conduct of the venture” 
to the satisfaction of the Court? What is covered would seem to 
be a question of Congressional policy as expressed by the words 
of the statute. 

The Supreme Court without apparent hesitation supported 
the Circuit Court of Appeals. The Court stated (p. 469): 

the question for determination is whether what was done, apart from the 
tax motive, was the thing which the statute intended. 

Exercising its own judgment as to what was intended, the 
Court said: 
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When subdivision (B) speaks of a transfer of assets by one corporation to 
another, it means a transfer made “in pursuance of a plan of reorganiza- 
tion” .... of corporate business; and not a transfer of assets by one cor- 
poration to another in pursuance of a plan having no relation to the 
business of either. . . . Simply an operation having no business or corporate 
purpose. . . , 

The transaction upon its face lies outside the plain intent of the statute. 

The opinion referred to the whole undertaking as “an elabo- 
rate and devious form of conveyance masquerading as a cor- 
porate reorganization.” 

In spite of the language of the opinion, the fact is that the 
transactions had actually occurred as maintained by the tax- 
payer and found by the Tax Court, and that under the literal 
terms of the statute they constituted reorganization transac- 
tions. There was then no “sham.” The difficulty which aroused 
the Court was that the language of the statute did not confine 
the exemption to cases which the Court would approve. 
Limitations later inserted in the Act might have so confined 
the exemption, but such limitations were not placed there 
originally. 

As to the treatment of Section 112(g) in the Gregory deci- 
sions, justification for the Court view may be argued from the 
elimination of that section by Congress in enacting the Rev- 
enue Act of 1934 for the reason assigned by the Ways and 
Means Committee in repealing that legislation (H.R. Rep. No. 
704, 73d Cong. 2d Sess. 14 (1934)) that 

By this method corporations have found it possible to pay what would other- 
wise be taxable dividends, without any taxes upon their shareholders. 

The elimination of the section, however, instead of placing a 
specific limitation upon it, left the statute without provision 
for exemption of corporate simplifications by a “spin-off” 
recognized to be frequently desirable. 

Last spring the Joint Committee on Internal Revenue Taxa- 
tion proposed that the “spin-off” substance of old Section 
H2(g) be restored to the Code, with the limitation that the 
exemption should not apply if 
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it appears that any corporation, a party to such reorganization, was not in- 
tended to carry on business after such reorganization and the corporation 
whose stock is distributed was a mere device for the distribution of earnings 
and profits to the shareholders of any corporation a party to the reorganiza- 
tion. 

That proposal was approved by the Ways and Means Commit- 
tee and the section so limited was included in the act so passed 
by the House of Representatives. That Congressional action 
was a sound development. 

The limitation suggested by the Court in the Gregory 
decisions led to grave uncertainties under provisions of the 
reorganization section other than those involved in the Gregory 
case. 

In the Bazley case (331 U.S, 737 (1947)), the courts denied 
as a recapitalization within the meaning of the exempting 
section (Sec. 112(g) (1) (E)) a reconstitution of the capitalization 
of a corporation from common stock into common stock and 
debentures. A husband and wife owned all but one share of the 
1,000 shares of common stock originally outstanding. The 
company had an earned surplus of $850,000. Under the re- 
capitalization plan the shareholders received in place of the 
original stock their proportion of 5,000 shares of new common 
and $400,000 of twenty-year debentures, callable in whole or 
in part. 

The Commissioner ruled that the transaction did not con- 
stitute a “recapitalization” and that the debentures were re- 
ceived as a dividend. The Tax Court (4 T.C. 897, 904 (1945)) 
with five dissents sustained the Commission on the ground that 
the recapitalization, while desired by the stockholders, lacked 
“a legitimate corporate business purpose within the Gregory 
principle.” The Court rejected testimony that the shareholders 
wanted the new capital stock available in smaller units for 
distribution among key employees. 

The Circuit Court of Appeals sustained the Tax Court, and 
the Supreme Court sustained the Circuit Court of Appeals. 
The Supreme Court avoided discussing the “business purpose” 
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doctrine and relied upon a “net effect” test, maintaining that 
the debentures distributed were essentially equivalent to cash 
and could have been retired at the will of the recipients. Similar 
results were reached in the Adajns case (5 T.C. 351 (1945) 331 
U.S. 737)’ another recapitalization transaction case. 

Now there could be no denial that the transactions in the 
Bazley and Adams cases were “recapitalizations” in the sense 
of ordinary speech, and that the statute contained no limitation 
on “recapitalization” to be recognized. True, the debentures 
issued in recapitalization might have been paid off later by the 
company, and if so, the proceeds received in “recapitalization” 
might have been treated as capital gains instead of as dividend 
income, but there was no evidence in either case that the 
“recapitalization” debentures could have been readily marketed 
or that the corporations did pay them or plan to pay them off. 

As to the capital gain aspect, if the original corporations 
had been liquidated, the entire proceeds to shareholders over 
their investment would have been capital gain. Whether possi- 
ble recovery of part of the investment through retirement of 
debentures was or was not to be treated as capital gain seems 
clearly a matter of legislative policy, not a matter to be settled 
by limitation read in by the courts. 

Introduction by the courts of the idea that adequate “busi- 
ness purpose” is essential to an effective reorganization trans- 
action left open the question of what constitutes a “business 
purpose,” whose purpose governs, and how such purpose is to 
be proved. For a time the Tax Court followed the view that 
the purpose required could not be satisfied by a business pur- 
pose of the stockholders themselves, no matter how clear, but 
must be a business purpose of the corporation as a distinct 
entity. That view was challenged from the beginning by Judge 
Kern of the Court, who discerningly said: 

A realistic view of the ultimate purpose of a private corporation is that it is 
to make money for the investors .... and to distribute to them as much as 
possible and practical out of its gross income. 
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Judges Maris and Goodrich of the Circuit Court of Appeals 
of the Third Circuit (155 F. (2d) 237, 245 (1946)) succinctly 
stated that objection in dissent in the Bazley case, stating; 

A corporation does not have purposes apart from its shareholders. . . . 

If reorganization provisions contain too many avenues of escape for taxes 
.... Congress can close those avenues by appropriate legislation which can 
be so framed and defined as to leave the way clear. . . . 

The Tax Court ultimately abandoned its view that the busi- 
ness purpose carrying exemption must be a business purpose 
of the corporation rather mystically distinguished from its 
shareholders. In deciding the John B. Lewis case (10 T.C. 1080 
(1948)), the Court finally stated: 

To say that a corporation, as such, can have motives and purposes apart from 
its stockholders, the collective group of individuals who own it, is to indulge 
in metaphysical reasoning which has no proper place in such practical mat- 
ters as taxation. 

In spite of the change in the attitude of the Tax Court, 
uncertainty resulting from the Gregory decisions still remains. 
Whether the “business purpose” test or the “effect” test is 
read into the statute doubts assail the businessman and his 
lawyer contemplating important transactions under the statute. 

It was to eliminate reorganization doubts that the Special 
Tax Study Committee, of which the Honorable Roswell Magill 
was Chairman, recommended to the Committee on Ways and 
Means: 

that section 112 be supplemented with a provision that no other conditions, 
requirements, or qualifications not specifically expressed in the foregoing 
section shall be applied, unless the Commissioner shall have established, by 
a clear preponderance of the evidence, that the principal purpose of the 
plan of reorganization is to defeat or to avoid the income taxes imposed by 
Chapter 1 of the Code. 

Such a provision would be novel, but insufficient. The qualifi- 
cation would still leave the doubt as to "what constitutes a 
“principle purpose.” The only cure is the “meticulously 
drafted” statute and adherence to it by the courts. 
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Loss — ^THE Higgins Departure 

The Higgins v. Smith decision of the Supreme Court in 1940 
(308 U.S. 473), dealing with certain losses, presents a notable 
case of reading into the statute a provision not there. In 1932 
the taxpayer sold to a corporation, the stock of which was 
owned by him, securities which had depreciated in market 
value much below their cost to him. There was no question of 
the fairness of the sale price to the corporation, but the Treas- 
ury disallowed the loss on the ground that there had been no 
real disposition of the shares by him. 

In the case of shares sold by a taxpayer to similarly owned 
corporations at a profit the Treasury had always asserted tax, 
as it does today. Four Circuit Courts of Appeal had rejected 
the Treasury contention that losses in the case of such sales 
should be disallowed. The Treasury had urged Congress to 
amend the statute, and the result was the adoption in the 
Revenue Act of 1934 of Section 24(a) (6) authorizing such 
disallowance. That act expressly provided, however, that 

The provisions of this title shall apply only to taxable years beginning after 
December 31, 1933. Income .... taxes for taxable years beginning prior to 
January 1, 1934, shall not be affected by the provisions of this title but shall 
remain subject to the applicable provisions of prior revenue Acts. 

The Supreme Court sustained the disallowance of the loss 
in this case on the ground that since 1930 the Treasury had 
been urging such a position. The disregard by the Court of the 
statute itself and of established judicial interpretations aroused 
Justice Roberts to vigorous protest. In his dissent he said: 

I am of opinion that where taxpayers have relied upon a long unvarying 
series of decisions construing and applying a statute, the only appropriate 
method to change the rights of the taxpayers is to go to Congress for legis- 
lation. . . . The action taken in this case seems to me to make it impossible 
for a citizen safely to conduct his affairs in reliance upon any settled body 
of court decisions. 

He might have added “or Statutory wording.” 
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Whose Income? The Clifford Departure 

The much discussed Clifford decision of 1940 (309 U.S. 331) 
is based upon a departure from the statute as to who pays the 
tax on income. The statute makes specific provision as to cases 
in which some one other than the legal owner of income is 
held for the tax upon that income. In the Clifford decision the 
tax was held to reach one not the legal owner, in a case not 
provided for in the statute, with resulting confusion ever since. 

The income in question was that of a trust created under 
the laws of Minnesota, under which the wife of the grantor 
was the income beneficiary. The decision was that notwith- 
standing the wife’s legal ownership of the income, the income 
should be taxed to the grantor. 

The Clifford trust was to continue for five years unless earlier 
terminated by death of the grantor or his wife. The income was 
to be paid to the wife not later than the termination of the 
trust, but on the termination the principal of the trust was to 
be paid over to the grantor. The grantor was trustee and re- 
tained broad powers as to management and investment. 

The Commissioner taxed the income to the grantor, assert- 
ing tax liability in the amount of $2,756. The Supreme Court, 
in sustaining the Treasury, relied upon Section 22(a) of the 
statute (Revenue Act of 1934) but that section merely defines 
gross income and contains nothing as to treating income as 
other than the income of the legal owner. The Court stated that 
the issue was “whether the grantor after the trust has been 
established may still be treated, under this statutory scheme, 
as the owner of the corpus,” saying: 

In absence of more precise standards or guides supplied by statute or appro- 
priate regulations, the answer to that question must depend on an analysis 
of the terms of the trust and all the circumstances attendant on its creation 
and operation. 

The Court rested its decision to disregard legal ownership as 
the basis of tax upon the combination of tliree factors: the 
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short term of the trust, the beneficiary being a member of the 
grantor’s family, and the retention of broad powers of manage- 
ment by the grantor. 

The Treasury has since pressed the taxability of trusts on 
the ground of any one of the above factors, and has asserted 
liability of grantors of trusts where there is a reversion within 
the period of ten years or, if management powers are reserved, 
a reversion within fifteen years. 

The result has been ceaseless confusion on the subject. A 
first attempt at clarification was made by the Treasury in T.D. 
5488 of 1945, and a second in T.D. 5567 of 1947. 

Notwithstanding these efforts, it remains impossible to pre- 
dict with reasonable accuracy the income tax status of many 
trusts. In scores of decisions the lower courts have grappled 
with the problems, and deficiencies proposed by the Commis- 
sioner are today awaiting trial on which the grantor is charged 
with tax liability far in excess of his own income and any of 
the trust income which may be made available to him. 

In making its decision in the Clifford case, the Supreme 
Court was of course activated by the wish to have the tax law 
reflect the Court’s conviction as to the right result in the case 
before it. Yet Congress, author of the tax law, had in its own 
way dealt with the problem before the Court. Code Sections 
166 and 177, then in force, enacted as Section 219 of the 
Revenue Act of 1924, provided for the taxation of trust income 
to the grantor under certain carefully specified conditions. In 
1934, however, CongTess had rejected Treasury recommenda- 
tions for the inclusion of a provision specifically taxing to the 
grantor income of short term trusts. The Court in supplying 
such provision, necessarily vague in its application, was taking- 
over the function of Congress. 

That view was expressed by Justice Roberts in his dissenting 
opinion as follows: 

If judges were members of the legislature they might well vote to amend the 
act so as to tax such income in order to frustrate avoidance of tax but, as 
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judges, they exercise a very different function. They ought to read the act 
to cover nothing more than Congress has specified. 

Adherence to the Statute 

In theory, the judges generally recognize that it is their func- 
tion to apply the words of the statute enacted by Congness in 
the manner indicated by Justice Roberts, so as not to add to or 
subtract from them according to their views as to the desirable 
results. Justice Frankfurter has said: 

.... where policy is expressed by the primary lawmaking agency in a de- 
mocracy, that is by the legislature, judges must respect such expressions by 
adding to or subtracting from the explicit terms which the lawmakers used 
no more than is called for by the shorthand nature of language.^ 

Perhaps it is in the “shorthand nature” of language that 
justification is found in practice for tvide departure from tvliat 
seem to be the explicit terms of the statute, and denial of what 
the Supreme Court once referred to as a “literal interpretation 
dogma which withholds from the courts available information 
for reaching a correct conclusion.” 

In the Gregory case, Judge Fland put the basis of free inter- 
pretation as follows (69 F. (2d) 809, 810): 

.... the meaning of a sentence may be more than that of the separate w'ords, 
as a melody is more than the notes, and no degree of particularity can ever 
obviate recourse to the setting in which all appear, and which all collectively 
create. 

How great has been the tendency of recent years for courts 
to depart from adherence to statutory language has been strik- 
ingly put by Justice Jackson, who has said: 

The custom of remaking statutes to fit their histories has gone so far tliat 
a formal act, read three times and voted on by Congress and approved by 
the President, is no longer a safe basis on which a latvyer may advise his 
client, or a lower Court decide a case. This has very practical consecjuences 
to the profession. The lawyer must consult all of the committee reports on 
the bill, and on all its antecedents, and all that its supporters and opponents 
said in debate, and then predict what part of the conflicting views will 
likely appeal to a majority of the Court. Only the lawyers of the capital or 

1 “Some Reflections on Reading of Statutes,” lecture before Association of the 
Bar of New York City, March 18, 1947. 
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the most prosperous offices in the large cities can have all the necessary 
legislative material available. The average law office cannot afford to collect, 
house and index all this material. Its use by the Court puts knowledge o£ 
the law practically out of reach of all except the Government and a few law 
offices.2 


With taxation such a vital factor as it is today to business 
planning, it is of great importance that advance determination 
can be made of the tax effect of proposed transactions. The 
Treasury has a stake in that predictability, perhaps as great as 
that of the taxpayer, for in the long run what yields most 
revenue is smooth and orderly transaction of business. There is 
little justification for the assumption that Congress will always 
assert maximum tax liabilities. Concessions in taxation may be 
as advisable as concessions in prices. 

Instead of judicial law-making in dealing with tax statutes, 
dependable rules of construction should be utilized to ease 
the burdens on the courts and the mind of the taxpayer. These 
rules should include the simple canons, once widely favored, 
that the statute must be taken as it stands without addition or 
subtraction; that where the statute is unambiguous the courts 
cannot seek elsewhere for legislative intent; that the courts 
cannot change the meaning by supplying omissions or inserting 
something not already in the statute. The use of elaborate 
consideration of legislative history, even if not entirely excluded 
as it is in England, should weigh little against the actual word- 
ing of the statute. 

Danger that the Revenue Code will be unduly expanded 
by express provisions setting doubts at rest is nothing to the 
uncertainty that without such provisions the taxpayer must be 
left to wander dazed through an ever expanding multitude of 
court decisions. 

Return to Congressional statutes can be obtained only if 
the courts have a change of attitude. It is a striking part of 
judicial history that the judges of the Supreme Court did ex- 
perience such a change as to the interpretation of constitutional 
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limitations — the notable change of the latter thirties and the 
early forties, which so largely freed the legislative power of 
Congress, 

It is strange that at the very time when the High Court 
was freeing Congress from limiting constitutional interpreta- 
tions, it was limiting the legislative power by wide extension 
of statutory interpretation. 

As part of the change on the Court on constitutional limita- 
tions, the power of administrative tribunals was recognized as 
expanded, this for the reason that in view of the complexity 
of the subjects of regulation detailed rules can best be formu- 
lated by experts. Tax legislation pre-eminently demands fash- 
ioning by experts. Those responsible for the formulation of 
legislation must have before them the broad consequences of 
provisions, which the courts looking at the effect of a par- 
ticular case only can hardly take into account. An implied 
limitation upon statutory language which may appeal to the 
court as desirable in a particular case to accomplish a desired 
result, if applied in other cases not then before the court, may 
defeat the legislative purpose. 

As in the thirties the call to the court was “back to the Con- 
stitution,” the call must now be “back to the statute.” Left 
free. Congress is likely to be more alive to its primary responsi- 
bility and more careful in draftsmanship. Confined to the 
statute, the Treasury will be more predictable in adminis- 
tration. 

If courts refrain from legislating they will still have ample 
function in seeing that neither the Treasury nor the taxpayer 
is mistreated under the statute. What is essential is that Con- 
gress be left to write the law and that the Treasury be subject 
to review in its enforcement. Some day the vigorous dissents by 
Justice Roberts in favor of adherence to the statute may come 
to be as highly regarded as dissents of Justice Holmes favoring 
adherence to the language of the Constitution. 

Tax administration will remain confusing until tax statutes 
are clear and the courts give them firm adherence. From the 
courts we now need stress on fidelity rather than on philosophy. 
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CHAPTER VI 


ADVOCACY AND OBJECTIVITY IN TAX 
ADMINISTRATION 

George W. Mitchell 
Tax Economist, Federal Reserve Bank of Chicago 

•""I™’ FIE TAX SYSTEM of today taps the incomes and resources 
of the great majority of citizens in a direct and obvious 
fashion. In the federal system, the broad-based personal income 
levy brings an awareness of the cost of federal services to 
others than distillers, tobacco manufacturers, corporations, and 
the rich. As state tax systems have been diversified and ex- 
tended, notably by the adoption of sales taxes, their impact has 
spread over a larger and larger portion of the citizenry. This 
has stimulated an increasing interest in recognizing the need 
for greater uniformity in the treatment of similarly circum- 
stanced taxpayers. Both the broadened base of the tax system 
and the level of current tax rates have been factors which 
should evoke in administrators an awareness of larger responsi- 
bilities than “protecting the revenue.” 

Desirability of Objectivity More Obvious as Tax 
Base Broadens 

It may not be an entirely valid conclusion that objectivity 
in tax administration implicitly is regarded as essential only 
when the tax system has a universal application — or conversely 
that objectivity is unimportant, except theoretically, in the tax- 
ation of a few selected classes of individuals or commodities. 
Perhaps it suffices to note some tendencies. For example, one 
will find less crusading zeal for objectivity in the determination 
75 
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of liquor taxes than for the correct determination of a tax on 
salaries and wages. Logically, the two issues stand upon similar 
ground, but most persons are inclined to dismiss an over- 
assessment of taxes on spirits as being comparatively unim- 
portant — it is of consequence only to traffickers in and con- 
sumers of a product which is popularly supposed to give rise 
to more social, economic, and ethical problems than it miti- 
gates. Quite a different attitude is displayed toward a tax paid 
by millions of citizens, especially if it is known directly to affect 
personal standards of living and consumption. 

As federal and state revenue systems have come to depend 
more and more on broad tax bases, there has been a growing 
awareness among tax administrators that attaining objectivity 
in tax determination is far more than a theoretical or academic 
issue. In a system markedly dependent upon self-assessment and 
the cooperation of millions of taxpayers, a reputation for uni- 
formity of treatment and equal attention to overages and 
deficiencies is indispensable to good administration. Thus, the 
processes of verification must be fully as concerned with pro- 
tecting the interests of taxpayers as they have been with pro- 
tecting the interests of the government. 

Among those who seem to be moved by a desire to attain 
objectivity in tax determination, perhaps out of a regard for 
the comfortable feeling of alignment with the forces of virtue, 
opinion divides on a choice between the spirit and the letter 
of the statute. Indeed, some practitioners and administrators 
select one or the other as a particular situation seems to 
require. This inconsistency, together with practical considera- 
tions, impels other persons to regard objectivity in tax adminis- 
tration as a will-o’-the-wisp, unattainable to any significant 
degree. Do these realists correctly appraise the significance of 
the obstacles to uniformity? At the least we may credit them 
with a realization that objectivity is more than a slogan and 
can be attained only at the sacrifice of many well-established 
prerogatives. 
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To What Extent Can Objectivity Be Substituted 
FOR Advocacy? 

To what extent is it likely that we can substitute objectivity 
for advocacy in tax administration? We have long been accus- 
tomed to determining tax liability by the weighing of pros and 
cons. We assume the taxpayer or his representative acting in 
self-interest is of necessity an advocate of the lowest possible 
tax. The administrator is almost automatically thrown into a 
contrasting role — that of the government’s advocate. From the 
vivid hues painted at extreme points of view, one advocate, the 
tax administrator, has to give the shade of objectivity to the 
result. Psychologically, this may be an impossibility. The zeal 
of the administrator in defense of the government almost in- 
evitably affects the dispassionate judgment on his and the 
taxpayer’s arguments. 

Is the approach of the scientist available? That is, instead 
of relying on contending advocates, can we correctly determine 
tax liability by eliminating all types of bias from the investiga- 
tion and assimilation of the facts? Can we create the organiza- 
tion and environment for tax determination comparable to a 
well-equipped and adequately staffed laboratory? In the mil- 
lennium some such method of determining each individual’s 
tax contribution would certainly be employed. In the interim, 
the practical question is, how far it is possible to utilize and 
harmonize the training and points of view of taxpayers and 
their representatives with those of the tax administrator and 
his representatives so as to attain a reasonably uniform treat- 
ment for similarly circumstanced taxpayers. 

Put in these terms, prospects are not particularly encourag- 
ing. The objective of the taxpayer and persons whom he hires 
to help him in tax matters would have to be not the lowest 
possible tax liability but the correct one under existing law. 
From the government’s point of view the revenuers would have 
to forego the goal of the greatest possible yield from the tax 
system for a higher allegiance — an equal regard for the correc- 
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tion of all kinds of errors in tax determination, regardless of 
sign. 

As between these opposing forces, it seems to me practicable 
to move more rapidly toward greater objectivity in the realm 
of government participation. That is to say, that the revenue 
agent and the deputy collector can be indoctrinated to regard 
the size of the tax as a secondary consideration much more 
easily than the taxpayer can be persuaded to a similar detach- 
ment. If the fact would encourage the taxpayer to higher levels 
of self-abnegation, it might even be possible to push the cri- 
terion for judgment to the point where the administrator would 
treat the financial interest of the government as secondary to 
the financial interest of the individual taxpayer, in short, to 
give the taxpayer the benefit of the doubt. Viewing taxpayers 
realistically, it is difficult to visualize even this concession 
securing anything like the universal adoption on their part of 
the criterion of correct tax rather than minimum tax. The 
collective conscience expressed in the government’s representa- 
tion can adhere to higher standards of integrity than many 
individual consciences, no matter what the average level of 
morality may be. 

Another important aspect of the problem is that taxpayers 
are ordinarily looking at single isolated cases through an inti- 
mate knowledge of specific facts, but with no over-all apprecia- 
tion of comparable situations experienced by other taxpayers. 
The intensity of their convictions, under partially apprehended 
conditions, that injustice is being done constantly spurs many 
to regard their relationship with the tax collector as being in 
a special ethical category. Some chiseling on tax liabilities is 
like cheating any impersonal gargantua, be it the federal gov- 
ernment, a railroad, or a public utility company. 

Thus, it must be recognized that creating a climate of con- 
fidence on the part of the taxpayer in the fair-mindedness of 
his government in dealing with his personal tax problem is a 
process of meticulous attention to individual cases by com- 
petent personnel over a period of considerable time. It requires 



ADVOCACY AND OBJECTIVITY 79 

a well-drafted tax statute comparatively devoid of loopholes 
or discriminations, and a consistency of policy such that citizens 
can base their confidence in the government’s attitude toward 
tax obligations on grounds of well-established precedent. 

Tax Avoidance Constitutes Major Difficulty 

The obvious cases of non-uniformity in tax treatment do not 
illustrate the real stumbling block, in the long run, to greater 
objectivity in tax determination. Basically,, the difficulty is one 
of tax avoidance. It arises from the -efforts on the part of the 
taxpayer, on the one hand, to alter the form of his taxable 
transactions so as to make them nontaxable, and the efforts on 
the part of the tax administrator, on the other hand, to thwart 
such tax avoidance. Administrators contend that their conduct 
is required to maintain uniformity in the treatment of similarly 
situated taxpayers if the spirit of the law is observed and if the 
position of the nonavoidance-minded taxpayers is to be pro- 
tected. 

This basic conflict probably can never be resolved but the 
arena in which it goes on can be limited by improved drafts- 
manship on the tax laws, with particular attention to eliminat- 
ing loopholes for avoidance on the one hand and inadvertent 
or deliberate discrimination against particular taxpayers on the 
other. 

The tax law has become so complicated that specialized 
attention to its applications has made it possible for specialists 
in accounting and tax law to provide services which will 
minimize legal tax obligations. The planning of business opera- 
tions with tax effects as one of the major policy determinants 
has become common. Indeed, angles in the tax law have made 
it nearly imperative that the business or corporate official 
responsible for financial management must have tax counsel 
simply to protect him from arbitrariness in the tax law. Why 
not then employ the same counsel to take advantage of loop- 
holes? It is highly questionable that anyone other than the tax 
practitioners derives any particular benefit from this arrange- 
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ment. Proposals to minimize the deficiencies in tax statutes 
which create these conditions inevitably require testimony from 
the persons who have the most at stake in perpetuating or 
adding to the difficulty. We can credit the legal and account- 
ing profession with giving straight and untainted answers to 
specific questions but one can hardly expect that the ethics of 
any profession require that it liquidate its existence either in 
the short run or the long run. 

More Reliance on Reforms Suggested by Administrators 

So, I think the remedy to the marked advocacy in taxpayer 
presentations along these lines lies in more reliance on the 
reforms suggested by the tax administrator who sees the prob- 
lem in far broader terms than any individual practitioner can 
ever see it: as the contrast between the small and the large 
taxpayer, the ignorant and the intelligent, the careless and the 
precise, and the well-represented and the unrepresented tax- 
payer. 

The testimony of the administrator as to the shortcomings 
of the law in action and with respect to uniformity in applica- 
tion deserves far more attention than, it has received. Unfor- 
tunately, few tax administrators have been good lobbyists for 
reforms. Lawmakers are not ordinarily equipped to initiate 
such proposals. Plugging up technical loopholes and eliminat- 
ing discrimination has a notable lack of appeal to any except 
technicians in the field, and their attitude is one that anyone 
could be expected to hold toward his principal stock in trade. 
Major responsibility rests therefore with the administrator. If 
he strongly resists a particular type of avoidance on the ground 
of non-uniformity, his actions should lead to early legislative 
action or court test. If he does not provide a strong enough 
case for remedial action by one of these agencies, and still 
persists in using his authority to deny this particular type of 
avoidance, he is cultivating an environment in which objec- 
tivity can never be achieved. 
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RELATIONS BETWEEN TAXPAYERS AND FIELD 
AGENTS 

Arthur Wm, Wiener 

Office of the Internal Revenue Agent in Charge, Upper New. York Division * 

^ r'^HE PROPER relations between taxpayers and field agents 

in federal income tax administration are largely a matter 
of personal opinion; but, some discussion of the atmosphere 
and procedure involved should be of general interest and help. 

Field agents are internal revenue agents, often called 
“examining officers” or “auditors,” and sometimes less compli- 
mentary names. These men — a few women are field agents — 
are attached to a field office, called an office of the internal 
revenue agent in charge or agent’s office. Thirty-nine such field 
offices are in the Income Tax Unit of the Bureau of Internal 
Revenue of the Treasury Department. 

An agent’s office does not compute interest, collect taxes, pay 
refunds, distribute tax forms, or accept returns for filing, all 
of which are functions of a collector’s office. The work of an 
agent’s office is essentially the investigation of tax returns to 
determine correct tax liability. For various reasons, this work 
generates tax issues, most of which are readily settled by the 
internal revenue agents. 

The Tax Return 

The preparation of the income tax return has a direct bear- 
ing on relations between taxpayers and field agents. Failure to 

* The views expressed herein are entirely those of the writer, and should not 
necessarily be construed as the official opinion of the Bureau of Internal 
Revenue. 
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file the return is not the best method of avoiding the relation- 
ship. Careful preparation of the return may, however, result 
in its acceptance as filed without an examination at any of the 
several cursory inspections, called “surveys,” made before as- 
signment of a return for investigation. Obviously, many returns 
must and can be accepted without an examination. 

Furthermore, complete and accurate preparation with full 
explanation of significant items aids in accomplishing the tax- 
payer’s desired psychological effect on the agent. He may then 
conduct a less extensive examination and write a so-called 
“partial” report with no revision in tax liability. His thorough 
examination could result in a “no change” report. 

To omit detailed schedules or to make mathematical mis- 
takes is to invite an examination. Unusual items or transactions 
should be fully explained with the return as such information 
may avoid a question being raised as to negligence and tax 
evasion. Additional taxes, interest charges, embarrassing re- 
funds, and penalties are caused by improper preparation of the 
tax return. 


Relations During the Audit 

The field agent is the finder of the facts that are basic for 
a determination of correct tax liability. Taxpayer, tax man, 
and agent simply must work together to discover the facts 
required. 

Cooperation 

The relationship of taxpayer to agent during the audit 
should be one of full cooperation, which is sensible, because 
the agent has almost irresistible powers to get the information 
he needs. Relations invariably tend to be polite, businesslike, 
and, outwardly at least, very pleasant. Of course, if an agent is 
antagonized, he may forget the customary objective attitude 
and become unduly concerned about the tax liability of the 
taxpayer. 

It should be dearly understood that a field agent’s primary 
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concern is to complete examinations, called “production.” He 
receives no credit whatsoever for setting up tax deficiencies or 
denying refunds. Unfortunately, it seems to be humanly im- 
possible for taxpayers, because of their important personal 
interests in their cases, to be as objective as field agents. 

The agent should be provided with a quiet and agreeable 
place to work and with all the necessary books and records of 
the taxpayer. The tax work papers used in the preparation 
of the return are extremely useful to the agent, shorten the 
time required for the audit, and naturally help the taxpayer’s 
relations with him. 

Audit Program 

No fixed audit program guides the agent. He relies on his 
experience and judgment. Anything significant or substantial 
in the return or records will prompt questions. Prepared 
analyses of such items or accounts are helpful. Voluminous 
transactions are generally test checked. Certain items are likely 
to be examined such as: traveling and entertainment expenses; 
officers’ salaries; repair accounts; depreciation schedules; jour- 
nal entries; sales or exchanges of assets; pension and profit- 
sharing plans; legal and professional expenses; and the applica- 
bility of Section 102. The “proof” an agent seeks is consistent, 
tangible evidence such as cancelled checks, brokers’ statements, 
receipted bills, and book entries contemporaneous with the 
transactions. 

Agreed Cases 

When the audit is ended, the agent may have a number of 
changes affecting tax liability. If his findings are substantially 
correct, the taxpayer should evidence his agreement by execu- 
tion of Form 870, called “Waiver of Restrictions on Assessment 
and Collection of Deficiency in Tax.” (Similar forms are used 
when the audit results in an indicated refund.) The agreement 
simplifies and expedites relations with the taxpayer because no 
ninety-day letter is required, and the collector may assess the 
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tax upon receipt of a copy of the revenue agent’s report. The 
“870” does not say the tax is correct and is not a closing 
agreement. The taxpayer may later file claims for refund, and 
the Bureau may later make additional assessments. The ad- 
vantages of the agreement to the taxpayer at this stage include 
(1) the elimination of the time and effort of filing a protest 
and subsequently negotiating with a conferee; (2) interest stops 
thirty days after receipt of the agreement; and, (3) tax uncer- 
tainty is practically removed for the case is probably closed al- 
though it must be post-reviewed. Possible disadvantages include 
(1) earlier payment of the tax, and, (2) waiver of the right to 
petition the Tax Court. 

Extension of Statute of Limitations 

Another agreement frequently employed is Form 872, called 
“Consent Fixing Period of Limitation Upon Assessment of 
Income and Profits Tax.’’ Beginning about ninety days before 
the statute of limitations tolls, this waiver is requested by a 
field agent or conferee to extend the statute where such action 
is necessary to protect both the taxpayer and the government. 
The agreement generally gives the taxpayer six months more 
time to claim a refund than the government gets to assess a 
deficiency. Although the signing of these consents is optional, 
taxpayers should execute them to allow a tax return to be 
audited, reviewed, and post-reviewed in the routine manner. 
Otherwise, the Bureau-taxpayer relations become unnecessarily 
strained by the issuance of a ninety-day letter based on the 
meager facts available and designed to protect the interests of 
the government and other taxpayers in general. 

The agent’s office also protects the interests of specific tax- 
payers by a standard procedure of inviting the filing of claims for 
refund wherever they are indicated. 

Unagreed Cases 

Unagreed field cases result in mailing the taxpayer a pre- 
liminary notice or thirty-day letter, including the report of the 
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field agent’s findings. The taxpayer may then file a protest and 
request a formal conference with a conferee. The taxpayer 
may have an informal conference with the field agent’s imme- 
diate superior, called the “Group Chief,” before the thirty-day 
letter is issued. Probably the most effective use of the informal 
conference is to enable the taxpayer or his representative to 
discuss items in controversy which may be cleared without the 
necessity of filing a formal protest. 

DisagTeements in most cases are fundamentally avoidable. 
Proposed adjustments of fact questions, like officers’ salaries 
or traveling and entertaining expenses, theoretically should not 
necessitate a protest. But in too many cases, the facts are not 
really presented until after the opportunity has passed for the 
earlier and easier closing of the case with the field agent. 

Review 

Every revenue agent’s report, written by the field agent, goes 
to the review section of the agent’s office for technical review 
by experienced agents, called “reviewers.” This is not the audit 
review or post-review, which is made later in Washington. 

Taxpayers have no direct relations with reviewing agents. 
If a reviewer directs a change in the report, such as the raising 
of a new issue, the field agent discusses the matter with the 
taxpayer. The reviewer’s ideas may control at this stage. The 
reversal of the reviewer may be accomplished by filing a protest 
on receipt of the thirty-day letter; for, at the formal conference, 
the conferee can overrule the reviewer. 

By far the largest number of cases are turned back by the 
review section to the field agent, and therefore to the taxpayer, 
because of insufficient facts for an adequate report. Complete 
facts to the agent, particularly for the large and important 
items, will facilitate quick disposition through review. 

The Protest 

The relations betAveen the taxpayer and the personnel of the 
agent’s office are continued by the taxpayer’s submission of a 
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protest to the field agent’s findings within the thirty days usu- 
ally allowed by the preliminary notice or thirty-day letter. An 
agreement on Form 870 for the tax proposed may also be signed 
during these thirty days. A short written request stating a reason 
for extension of the time for filing the protest ordinarily re- 
ceives favorable consideration. 

Procedure in “Default” Cases 

If no protest is filed and no Form 870 is executed, the case 
is called a “default” case. A ninety-day letter, or deficiency 
letter, is then written by a conferee and sent by the internal 
revenue agent in charge by registered mail to the taxpayer to 
end the relations between the taxpayer and the field agent’s 
office. The ninety-day letter is the notice required by law 
before the Commissioner may assess a deficiency, unless this 
requirement has been waived by the signing of Form 870. On 
receipt of the ninety-day letter, the usual alternative procedures 
available to the taxpayer are (1) filing a petition with the Tax 
Court within ninety days, or, (2) payment of the tax followed 
by a claim and suit for refund in a District Court or in the 
Court of Claims. Of course, the taxpayer may simply give up 
and pay the tax immediately or pay it later on demand made 
by the local collector of internal revenue. 

Form and Content 

The requirements of form and content of a protest are set 
out in Mimeograph 3937. The protest should identify the case, 
be signed by the taxpayer under oath, contain a statement by 
the person preparing the protest, and be submitted in tripli- 
cate. The required contents include findings protested, grounds 
for taking exception, and request for oral hearing if desired. 

Issues should be clearly and tersely stated. Attempts to trade 
hopeless or frivolous issues for meritorious ones rarely succeed, 
and, furthermore, do not help your relations with the conferee. 

The facts are vital. It is probably a fair estimate that about 
90 per cent of the issues in conference really concern factual 
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situations rather than legal disputes. “Get the facts!’’ is a slogan 
of field agents, reviewers, and conferees. The facts should be 
completely, accurately, and fairly stated. 

Law, where necessary, should be cited correctly, briefly, and 
pertinently. The argument should be as persuasive as possi- 
ble. A short discussion of the equities of the case, conceded to 
be legally irrelevant, may enlist the conferee’s sympathetic con- 
sideration for an equitable settlement, A protest or brief should 
also contain a summary and conclusion. 

Preparation of a thorough protest insures that the practi- 
tioner has mastered his case and provides an opportunity for 
skillful presentation of facts and arguments for the conferee’s 
consideration. 

Relations Involving Formal Conferences 

The conferee, who is an internal revenue agent working in 
the conference section of the agent’s office, sets a date for the 
formal conference. The field agent, the taxpayer, his representa- 
tive, his employees, and his witnesses may all attend the con- 
ference. Some practitioners seem to have an aversion to taking 
their clients to conferences, but the presence of the taxpayer 
to give such facts as are peculiarly within his own knowledge 
generally expedites the settlement of the correct tax liability. 

Informal Proceedings — Credentials Required 

No rules of evidence or legal procedure hamper the presenta- 
tion of facts or arguments at the informal proceedings of a 
conference. However, three formalities or credentials are neces- 
sary for a practitioner to represent a taxpayer. The taxpayer’s 
representative must: 

1 . Submit a power of attorney in triplicate authorizing him to represent 
the taxpayer. 

2. Produce his Treasury card or “Green Card” to prove his enrollment 
to practice before the Treasury Department. 

3. Sign a fee statement stating whether his remuneration is on a fixed or 
contingent basis, and if contingent whether a copy of the fee arrange- 
ment has been submitted to the Committee on Practice in Washington 
for approval. 
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A good impression is made by strict adherence to these re- 
quirements published in Department Circular No. 230 (revised 
May 1947), and in the Bureau’s statement of Conference and 
Practice Requirements (revised February 1942), 1942-1 C.B. 
384. This statement is also published in the Federal Register 
at page 950 of Volume 12. 

Conferee’s Job and Attitude 

The conferee’s job is the settlement of cases. The conference 
procedure was instituted by the Bureau to aid in the disposi- 
tion of cases without litigation. Having no pecuniary interest 
in the issues, the conferee has a duty to be fair and just. He 
really tries to perform the difficult task of being impartial to 
all taxpayers and the government. Actually, the facts and theory 
concern him more than the tax result, for he seeks a correct 
settlement. 

The conferee as a Bureau employee is bound by a consider- 
able body of law, regulations, cases, and rulings. The main 
problem, however, is the need for sufficient facts from the tax- 
payer for his case. 

The settlement negotiations are not to be looked upon as an 
easy means of compromising tax liability. They do not consist 
of “splitting the difference.’’ The settlements reached must be 
supported by facts and interpreted as being in reasonable com- 
pliance with applicable law. 

As with the field agent, clashes of personalities must be care- 
fully avoided if good Bureau-taxpayer relations are to prevail. 
An open-minded, reasonable, and sincere attitude toward the 
merits of both the tax issues and the persons in the case is 
advisable for all concerned. 

Procedures After the Conference 

If the taxpayer agrees with the conferee, a Form 870 should 
be executed to have the same effect as such an agreement to the 
field agent’s findings. If agTeement is not reached, a one-sen- 
tence request for referral to the technical staff may be signed 
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by the taxpayer or his representative. (The technical staff, which 
is not part of the agent’s office, conducts informal hearings on 
protested and docketed cases.) Otherwise, in unagreed cases, 
the ninety-day letter is issued giving the taxpayer the usual 
procedural alternatives. The petition to the Tax Court after 
receipt of the ninety-day letter or the claim and suit for refund 
after payment of the disputed tax are still available to the tax- 
payer when no agreement is reached in the agent’s office. In 
short, the taxpayer has access to further hearings or appeals if 
dissatisfied with the outcome of disputes with the agent’s office. 

The conferee’s determinations are reviewed by other experi- 
enced conferees in the field office. The conferee’s disposition of 
the case, like that of a field agent, is also subject to post-review 
in Washington. 

In spite of all the limitations and problems of conference, 
between seventy-five and eighty per cent of protested cases are 
settled by the conference section. 

Relations with Audit Review 

The “post” or “audit” review referred to previously is the 
review in Washington of all income and excess profits tax 
cases closed in the agent’s office (including the surveyed cases). 
One purpose is administration of the tax laws with national 
uniformity, an important element in achieving tax equity. If 
Audit Review reverses a field agent, he contacts the taxpayer 
and writes a supplemental report. As described earlier, his 
report goes through the review section; and, if not agreed to by 
the taxpayer, the thirty-day letter is issued, a protest may be 
received, and a formal conference held. According to a rela- 
tively new procedure, the taxpayer may then request another 
conference before the conferee in the agent’s office with a 
qualified representative of the Deputy Commissioner attend- 
ing. Dissatisfaction with the outcome of the requested confer- 
ence still finds the taxpayer with the usual alternative 
procedures outside the agent’s office. . 
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Other Relations 

A few of the several other relations between taxpayers and 
an agent’s office will receive only limited treatment. Even a 
brief mention of other duties assigned to internal revenue 
agents should help to convey a more complete picture of the 
many problems involved in federal income tax administration. 

Standard issues have been separated from Section 722 claims 
for excess profits tax relief since the Excess Profits Tax Council 
was created in Washington over two years ago to have technical 
supervision of Section 722 cases in the Bureau. A Section 722 
field committee in the agent’s office has technical supervision of 
the examination and settlement of these claims in the field. 
Administrative supervision is in the office of the internal 
revenue agent in charge. 

The pension trust section in the agent’s office studies sub- 
mitted pension plans, amendment and termination proposals, 
holds conferences, and issues opinions thereon, all within the 
scope of the requirements of Section 165(a) of the Internal 
Revenue Code. The Section 23(p) deductions for contributions 
to pension and profit-sharing plans are reviewed by men in the 
review section of the agent’s office. Strict compliance with the 
detailed Regulations 1 1 1 is extremely advisable in connection 
with all pension and profit-sharing plans. 

Black market cases and the tax issues of fraud cases are de- 
veloped in the agent’s office, often in cooperation with the 
Special Intelligence Unit of the Bureau which, where necessary, 
makes the recommendations for criminal prosecution. 

The valuation section in the agent’s office considers such 
things as the amount of casualty losses, the relative value of 
land and building, and the basis for depreciation. 

Summary 

To summarize, complete facts from taxpayers are the most 
soothing balm for the taxpayer-field agent relationship. Incor- 
rect procedures by tax men are not likely to foster the best 
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relations. Tax returns are investigated by men, not machines, 
so clashes of personalities must be avoided if relations are to 
remain reasonably objective. The presence of readily available 
appeal procedures prevents and corrects erroneous administra- 
tion of the law. 

The personnel of the agent’s office, I think, participates in 
the administration of the tax laws in an atmosphere conducive 
to the achievement of tax equity. The success of the field agents 
and conferees is made apparent by the proportionately few 
appeals taken outside the agent’s office. 

Knowing the importance of the administration of the federal 
income tax in our lives and in the national economy, all of us 
may agree that tax men and field agents will have to live and 
work together for a long, long time. I wish you good luck and 
the best of Bureau-taxpayer relationsi J ° 



CHAPTER VIII 


RELATIONS BETWEEN TAXPAYERS AND 
COLLECTOR’S OFFICE 

James W. Johnson 

Collector of Internal Revenue, Third Neio York Collection District 

G ood relations between the taxpayers and the collec- 
tor’s office are essential in establishing and maintaining 
good Bureau-taxpayer relations. This is especially true in 
view of the responsibility of the taxpayer to collect and pay 
over certain employment and miscellaneous taxes, and since the 
adoption of the device of withholding income tax on wages and 
salaries. 


Administrative Operations and Procedures 

The initial draft of the report to the Joint Committee on 
Internal Revenue Taxation contains some charts describing in 
detail the various operations and procedures in administering 
the major taxes and groups of taxes. 

Charts I to IV show that for the fiscal year ended June 30, 
1947, in the sixty-four collection districts, the functions and 
operations relating to (1) income tax returns filed by indi- 
viduals on Form 1040; (2) income tax returns filed by individu- 
als on withholding statement (Form W-2); (3) employers’ 
returns (Form W-i) of income withheld from employees; and 
(4) corporate income and excess profits, including work relating 
to exempt organizations, required the expenditure of 27,062,000 
man-hours connected with servicing taxpayers compared with 
the expenditure of 25,948,000 man-hours connected with veri- 
fication and enforcement activities. 
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Other charts show that for the same fiscal year, ia the sixty- 
four collection districts, the functions and operations relating 
to (i) employment taxes, (2) estate and gift taxes, (3) alcohol 
taxes, and (4) other miscellaneous taxes, required the expendi- 
ture of 5,358,000 man-hours connected with servicing taxpayers 
compared with the expenditure of 7,003,000 man-hours con- 
nected with verification and enforcement activities. 

The taxpayer is in a much more pleasant and cooperative 
mood when the deputy supplies him with the proper form, 
assists him in filing a proper return, and answers his inquiries 
in regard to claims and refunds, than when the deputy contacts 
the taxpayer to secure a delinquent return, to investigate a lead 
regarding tax evasion, or to effect collection with a warrant for 
distraint. 

The efficient servicing of taxpayers is one of the most im- 
portant factors in good relations between the taxpayer and the 
collector’s office. In many instances, the only contact which a 
taxpayer has with the Bureau of Internal Revenue is through 
the headquarters or branch office of the collector of the district 
in which he resides or has his principal place of business. Over 
60 per cent of the employees of the Bureau of Internal Revenue 
are in the offices of the sixty-four collectors of Internal 
Revenue. 


Improvements in Operating Functions 

The Bureau is constantly making improvements in operating 
functions in order to furnish taxpayers with all of the services 
required by them. 

The withholding tax, employment tax, and miscellaneous tax 
divisions in the collectors’ offices have been consolidated into a 
single division, designated the wage and excise tax division. 
The other tax unit in the collectors’ offices is the income tax 
division which processes income tax returns of individuals filed 
on Form 1040, or 1040- A, and returns of partnerships, fidu- 
ciaries, and corporations. 

Under the Bureau’s mechanization program, key punch and 
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tabulating equipment has been installed in a number of areas 
to expedite the determining of the tax for taxpayers who file 
their returns on Form 1040-A and elect to have the collectors 
compute the tax for them. It is expected that the use of this 
equipment can be extended to the processing of declarations 
of estimated tax filed on Form 1040-ES, and other types of 
returns. 

It is possible now to use depositary receipts in connection 
with the payment of income taxes withheld from wages up to 
the last day of the quarterly filing period for which the return 
is due. It has been suggested that the depositary receipt method 
of making payments be extended to employment and miscel- 
laneous taxes. 

In one of the collection districts, the Bureau is testing a new 
tax form combining the return of income tax withheld on 
wages (Form W-i) and the employers tax return under the 
Federal Insurance Contributions Act (Form SS-ia). Should this 
form be adopted generally, the employers would be able to 
pay both these taxes with one check, sign one affidavit, and 
retain one copy of the combined form in their files. 

In order to facilitate the mailing of blank forms, the Bureau 
is making a study of the practicability of using inserting and 
mailing machines in the collectors’ offices. 

Special classes are being conducted to prepare zone deputy 
collectors to assist taxpayers in the preparing of timely and 
accurate returns. This practice is in line with the policy of 
protecting the interest of the taxpayer and improves the 
Bureau-taxpayer relations. 

The improved Forms 1040 for 1948 and the pamphlet of 
official instructions are a great help to the taxpayer in the 
determination of his correct income tax liability. A more de- 
tailed publication is a booklet entitled “Your Federal Income 
Tax” which can be obtained for twenty-five cents from the 
Superintendent of Documents, Government Printing Office, 
Washington 25, D. C. If the taxpayer meets certain require- 
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ments iie can answer a few simple questions on Form 1040- A 
and have the collector compute his tax liability. 

It is believed that from the studies, examinations, inspec- 
tions, audits, and surveys being conducted by groups inside and 
outside the Bureau of Internal Revenue, improvements in 
operating functions will result to the benefit of both the tax- 
payer and the government. 

The collectors’ offices are on the front line in servicing tax- 
payers and in the verification and enforcement activities of the 
Bureau. As the situation requires the collector must shift his 
forces between these important endeavors. To accomplish this 
mission, it is imperative that he, at all times, be mindful of the 
relations between the taxpayers and his office. 



CHAPTER IX 


RELATIONS BETWEEN TAXPAYERS AND CENTRAL 
ADMINISTRATION 

Charles Oliphant 
Chie^ Counsel, Bureau of Internal Revenue 

T WENTY-FIVE YEARS ago the assignment of the topic 
“Relations Between Taxpayers and Central Administra- 
tion” to a member of a symposium on tax administration would 
clearly have indicated that he was to play the leading role in 
the symposium. That is because in the early days of the federal 
income tax a large part of the administrative burden was 
carried in Washington. Fortunately for the taxpaying public, 
this feature of federal tax administration has undergone a 
radical change. The change has been rather consistent, if some- 
what erratic. It has paralleled the increase in the number of 
taxpayers and in the over-all amount of their tax liability. 
These changes obviously necessitated a decentralization of ad- 
ministration in order both to meet the convenience of the 
taxpayer and to make the Bureau’s task one which was possible 
of fulfillment. Today relatively little of the contact between 
the individual taxpayer and the Bureau need any longer take 
place in Washington, and consequently comparatively little 
remains of a once all-embracing subject. 

A survey of the occasions on which specific taxpayers feel 
impelled to enter into direct relations with the Bureau in 
Washington, or vice versa, does reveal some pattern of powers 
reserved to the central administration. I can think of no single 
rule of thumb, however, by which one can distinguish between 
field and Bureau jurisdiction. Indeed, the only obvious ap- 
96 
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proacli to this subject is for me to refer to and briefly describe 
each of these occasions seriatim. 

Closing Out Cases for Past Years 

Of first and most ordinary interest to the majority of tax- 
payers are the occasions on which they see Bureau representa- 
tives in the course of closing out cases for past years. These 
occasions are limited in number and in scope. One such occa- 
sion arises whenever an internal revenue agent in charge 
having jurisdiction of a case decides that it involves an issue 
requiring technical advice from the Bureau. Before transmit- 
ting the case to Washington, with a request for advice, the 
agent is required to notify the taxpayer that he proposes to do 
so, and explain to him that a hearing will be granted in Wash- 
ington in the event that an adverse decision is contemplated 
and that the taxpayer has indicated his desire for the confer- 
ence. The taxpayer must also be permitted to submit a brief 
on the facts and law of the case which will be transmitted to 
Washington along with the agent’s request. 

Another occasion for direct contact arises in certain instances 
when Post Review in Washington disapproves a closing action 
which has been agreed to by the taxpayer and the internal 
revenue agent in charge. If the agent and the taxpayer are 
unable to reach an agreement based upon the advice received 
from Post Review, a representative of the Income Tax Unit 
will be dispatched from Washington to hold a field conference 
with the taxpayer’s representative to explain the Bureau posi- 
tion and to hear the taxpayer’s arguments with respect thereto. 

Also, taxpayers have direct contact with Bureau representa- 
tives in connection with past years when they seek to close out 
past years through the statutory mechanisms of compromises 
or closing agreements. Compromises and closing agreements, 
which conclude legally binding determinations, are required 
by law to have the approval of the Commissioner and of the 
Secretary of the Treasury. In compliance with the spirit of the 
law, these instruments are reviewed by the Commissioner’s and 
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the Secretary’s closest advisers. In the course of their examina- 
tion of proposed agreements, they are always readily accessible 
to taxpayers who wish to argue personally in favor of the 
agreements. 

Prospective Rulings and Closing Agreements 

Another major class of cases in which taxpayers and Bureau 
people have direct contact is that involving prospective rulings 
and closing agreements. This class differs from the one just dis- 
cussed in that the subject matter of the present class comprises 
specific issues bearing on future years as distinguished from the 
total tax liability of past years. Prospective rulings and closing 
agreements have been made available to taxpayers on the 
notion that the tax implications of business and other financial 
transactions are now so significant that no one can intelligently 
plan his affairs without knowledge of the tax consequences. 
Accordingly, any taxpayer who asks the Commissioner’s advice 
with regard to a real problem connected with his business or 
personal affairs will in most cases receive a statement of the 
Bureau position with respect thereto. 

Although prospective rulings as distinguished from closing 
agreements are not legally binding on the Commissioner, it has 
long been the Commissioner’s practice to honor such rulings 
in the case of a particular taxpayer to whom they are issued 
without regard to any subsequent change of administrative 
position. This is necessary in order that rulings may serve the 
purpose to which they are devoted. But a consequence of the 
finality of these rulings is that they must be prepared in Wash- 
ington and reviewed on the highest levels. In the course of 
their preparation and review taxpayers have completely free 
access to the Bureau officials concerned. They are acquainted 
with the apparent difficulties involved in the issuance of the 
requested ruling and permitted to meet these difficulties with 
such evidence and arguments as they care to marshal. 
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Promulgation of Regulations 

A third kind of occasion for direct contact arises in connec- 
tion with the promulgation of regulations. As you know, regu- 
lations are issued by the Commissioner with the approval of 
the Secretary. They are actually prepared in the Bureau, fre- 
quently in the Chief CoimseFs Office. The particular officials 
responsible for the preparation of regulations are constantly 
engaged in the study of current regulations with a view to 
correcting and improving them, as well as making the changes 
which are required by amendments to the Internal Revenue 
Code. In discharging this responsibility these officials are con- 
stantly entertaining proposals from interested taxpayers and 
groups of taxpayers for additions to, or other changes in, exist- 
ing regulations. 

These proposals are sometimes made through oral confer- 
ences and sometimes by means of carefully prepared written 
statements. In either event the Bureau representatives will give 
full consideration to the proposal and, to the extent that time 
and their other duties permit, will advise its proponents as to 
their attitude toward the wisdom and legality of it. Moreover, 
under the Administrative Procedure Act most regulations 
which contain substantive rules are published in tentative form 
in the Federal Register prior to formal adoption of regulations 
on the subject involved. Then a period of at least thirty days 
is given during which any interested persons may submit their 
views with respect to the proposed regulations to the Commis- 
sioner in writing. All such expressions will be considered before 
final promulgation of the regulations. Indeed it is the practice 
of the Bureau to respond to each such expression of view, 
indicating the action which has been taken and the reasons for 
doing so. 

Relief and Refund Claims 

A fourth occasion for direct contact is when taxpayers come 
to Washington for hearings before the Excess Profits Tax 
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Council, These hearings follow upon the filing of claims for 
relief under Section 722. Every determination made by the 
Section 722 committee in the office of each of the internal 
revenue agents in charge is reviewed by the Council. The 
Council regularly grants hearings to claimants and affords them 
an adequate opportunity to submit additional evidence and to 
enlarge upon their arguments. 

Claims for refunds based on standard issues in both the in- 
come and excess profits taxes also may bring taxpayers to 
Washington conferences. If the Bureau proposes to allow a 
refund in the amount of 175,000 or greater, the law requires 
the Joint Committee on Internal Revenue Taxation of the 
United States Congress to be so advised at least thirty days 
before the refund is made. All these cases are reviewed in the 
Chief Counsel’s Office before they are submitted to the Joint 
Committee. At this stage taxpayers are welcome to consult with 
the review division of my office through conferences or other- 
wise. 


Criminal Fraud Problems 

Finally, we pass from civil to criminal problems. In this 
area, the established procedures of the Bureau provide that 
prosecution shall not be recommended in any case until it has 
been reviewed in the Chief Counsel’s Office in Washington. 
This review, added to the regular review accorded penal cases 
in the field, is calculated to insure that fraud prosecutions are 
not brought without a sound basis for them having been estab- 
lished. Here, too, we are glad to accord taxpayers every reason- 
able opportunity to discuss their cases. 

Trend Toward Decentralization 

It seems to me that there is one generalization which can 
fairly and properly be made on the basis of the history and the 
present status of federal tax administration. This is that there 
has long been and still is a decided trend toward the greatest 
possible decentralization of administration. In my opinion the 
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ideal situation will have been achieved when no taxpayer need 
recur to Washington for a determination of his case and when 
the Washington office exercises only general supervisory pow- 
ers over responsible operational field offices. 

Conclusion 

In conclusion, I do want to make the point that, contrary to 
what is sometimes said to be the fact, there are no substantial 
areas of secrets which indicate devious paths between the cen- 
tral administration and the field entirely to the exclusion of 
the taxpayer. We try to give cordial and complete opportunity 
to be heard and often call upon the wisdom of outside experi- 
ence before reaching conclusions. In general, everybody knows 
what is going on at all times, and rightly so. There are, of 
course, some exceptions such as in criminal action cases, or in 
some phases of policy questions where a wise administration of 
the law indicates that confidential relations are necessary. In 
general, however, and to repeat, I believe that we try to meet all 
taxpayers cordially and in the open, with a full, frank discussion 
of the myriad problems that make up the day-to-day practice of 
the tax law. It may be that our system works as well as it does 
just for this reason. ^ 



CHAPTER X 


CANADIAN EXPERIENCE IN DECENTRALIZATION 
OF ADMINISTRATION 

A. H. Rowland 

Director-General, Montreal District, Taxation Division, Department of 
National Revenue, Canada 

T he INCOME TAX in Canada — other than a limited pro- 
vincial levy — stems directly from Canada’s participation in 
the First World War. In 1917, the Canadian Parliament passed 
an Income War Tax Act, and those coming within its provi- 
sions were required to make returns early in 1918 in respect of 
their 1917 incomes. 

Earlier in the war years, there had been enacted the Business 
Profits War Tax Act, which apart from its importance as a 
revenue-producing measure, is also significant — with some taxes 
on special classifications of taxpayers — as the first major direct 
taxation imposed by the federal government. To administer the 
business profits war tax, there had been created in Ottawa a 
small audit and administrative staff, and appointments had 
been made in the principal commercial centers of auditors, 
who carried out such investigations of business profits tax- 
payers’ records as they were instructed by the Plead Office to 
make. When the income tax became operative, the staff hitherto 
exclusively employed on the business profits tax took over 
income tax administration; the staff was increased; district 
offices were opened from coast to coast; and the two acts were 
jointly administered until the business profits war tax expired, 
and work thereunder was thereafter completed. 

The arrangements thus made have in fact persisted, in main 
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outline elaborated in detail, down the years. At this time, we 
have a Head Office in Ottawa and twenty-one district offices. 
This persistence, it is suggested, is an indication that the 
arrangements meet both the requirements of taxpayers and of 
the administration, and that in circumstances of which their 
originators, and the taxpayers of the time, could have had no 
vision. At the time of its introduction in Canada, the income 
tax, even with high exemptions and low rates, was generally 
regarded as a purely temporary expedient, which would be 
abolished within a few years. It had to justify itself by per- 
sistent productiveness of revenue, before it was generally 
accepted as a permanent feature of the Canadian fiscal struc- 
ture. Ill the years of the Second War, with low exemptions, 
steeply graded rates of taxation, a new and severe Excess 
Profits Act, and deductions at source, the income tax rapidly 
became a main prop of Canada’s war revenues, which per- 
mitted a relatively high percentage of Canada’s war expendi- 
tures to be met on a current basis. 

In Canada, decentralization in income tax administration 
begins at the top. Budgeting and governmental taxation policy 
are in the charge of the Ministry of Finance; the administra- 
tion of tax legislation lies with a department headed by the 
Minister of National Revenue. The Ministry of National Rev- 
enue has in turn two main divisions, each headed by a Deputy- 
Minister (the general title of our ranking departmental civil 
'Servants in Canada): Customs and Excise (with which we have 
nothing to do on this occasion); and Taxation, which admin- 
isters the income tax, the Dominion succession duties — intro- 
duced in 1941 — and for the time being, the Excess Profits Act, 
a war measure which expired in December, 1947. The Deputy- 
Minister is responsible directly to the Minister of National 
Revenue. The Minister, under our Canadian system of gov- 
ernment, must answer in Parliament for the income tax 
administration, which is carried out in his name. 

At the Head Office with immediate responsibility to the 
Deputy-Minister are senior officers: a Coordinator and Chair- 
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man of the Executive; the Director-General, Legal Branch; 
Director-General, Corporation Assessing; Director-General, In- 
dividual Assessing; Director, Administration; Director, Per- 
sonnel; Administrator, Succession Duties Branch; and others. 
Their titles are descriptive of duties and functions in general 
direction, control, and guidance. Instead of elaborating upon 
these, however, it is convenient for the purpose of this paper, 
to proceed to the organization and functions of the district 
offices, and then develop their relationship to the Head Office. 

District Offices 

The district offices are scattered from Sydney, Cape Breton, 
to the Yukon. Three of the largest, Montreal, Toronto, and 
Vancouver, have at their head senior officers with the rank of 
Directors-General; the heads of other district offices have the 
rank of Directors. 

The distinguishing feature of these district offices is that, 
subject to the instructions and directives of the Head Office, 
each district office is responsible for the whole of the income 
tax work within its area, both field work and office work. This 
naturally involves large staffs, ranging in character from highly 
trained technical men to stenographers and women clerks. Our 
largest district office has a staff establishment of 2,400, the 
second largest, over 2,000; the others range in size according 
to the importance taxwise of the area within their control, 
down to the smallest offices which range from 100 to 200 in 
staff. 

In describing in this paper the organization and functions 
of a typical large district office, it will be realized that there are 
some variations, because of variations in the type of taxpayers 
principally dealt with, and in the smaller offices, some simplifi- 
cation. The general type is, however, uniform. 

The work of the district office falls into three principal 
divisions, each in charge of a senior officer reporting immedi- 
ately to the Director. These divisions are as follows: 



CANADIAN DECENTRALIZATION OF ADMINISTRATION 1 05 

1. Investigation and assessing of corporation returns. 

2 . Investigation and assessing of individuals’ returns. 

3. Administrative, clerical, and routine work. 

It will be convenient to take these in order. 

Coi'poration Assessing 

This unit comprises a senior staff of accountants, a staff of 
trained assistants, and the appropriate clerical staff for the 
maintenance of files, tax rolls, and records, so that in effect, 
within the district office, this unit is practically self-contained. 

The unit is subdivided into classifications such as manufac- 
turing, merchandising, public utilities, primary industries, etc., 
so that over a period men become specialists in their work of 
investigation at taxpayers’ offices, which is carried out on a 
team basis, somewhat similar to that used in professional ac- 
counting offices. 

During the war years and subsequently this unit has naturally 
been largely engaged in making assessments under the Excess 
Profits Act. This unit also establishes the tax due by corpora- 
tions to the governments of seven of the provinces and the 
Yukon Territory, with whom arrangements to this end have 
been made. The other two provinces collect their corporation 
taxes by their own organizations. 

This corporation unit carries its work up to the point where 
proposed assessments with full reports indicating the scope of 
the investigation made and reasons for the findings, are sent 
to the Head Office in Ottawa, where they are reviewed by the 
staff of the Director-General, Corporation Assessing. If ap- 
proved, they are returned to the district office for the sending 
out of the notices of assessment to the taxpayers; if disagreed 
with, there may be correspondence. In practice, in the great 
majority of cases, the Head Office accepts the findings of the 
district offices. 

It will be observed that the Director-General, Corporations, 
at the Head Office, who has immediate responsibility to the 
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Deputy-Minister for Corporation Assessing, keeps control of it, 
through his Plead Office stajS and through instructions and 
directives to the district offices, but that all detailed work is 
done by the district staff. In some outstandingly important 
cases, where there is a conflict of views between the administra- 
tion and the taxpayer, there will be discussions with the 
Director-General at Head Office. 

Individual Assessing 

This district office unit has numerous subdivisions to facili- 
tate assessing according to the character of the work required. 
Returns of individuals in business, professional people, and 
farmers — the last are important in some districts — are dealt 
with by trained assessors; people with investment incomes and 
the returns of salary and wage earners, by assessing clerks on a 
mass production basis, which involves a close liaison with filing, 
tax roll, and other branches of the district office administrative 
unit to ensure an even and free flow of work. Since the intro- 
duction of tax deduction at the source, approximately one-half 
of the returns made by salary and wage earners have involved 
refunds. 

Returns of taxpayers in business and the professions and 
farmers with incomes of over l5,ooo, and other taxpayers with 
incomes over $15,000, are reported to the Head Office and dealt 
with in the same manner as corporations, by the staff of the 
Director-General, Individual Assessing. 

With all other individual returns, assessments for balances 
due or refunds payable are sent out to taxpayers on the basis 
of the assessment made by the district office. These in number 
are some 80 to 90 per cent of the whole number of individual 
returns filed. 

Administrative Unit 

Under the senior officer of the district office are the super- 
visors of numerous subdivisions, cashiers, tax roils of indivicluai 
taxpayers and attached delinquent section, accounting with a 
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ledger card for every taxpayer, a filing unit, with a separate 
folder for every taxpayer, a collection unit dealing with those 
in arrears up to the point where legal action may be necessary, 
the deduction at source unit with its records and payroll audi- 
tors, and the appropriate typing and clerical staffs. 

Work of this unit, as already indicated, particularly filing, 
accounting, and collections must be tied in very closely with 
the work of the individual assessing unit. 

Administrative methods are laid down by the Director of 
Administration at the Head Office. Proposed changes, after 
first development at the Head Office, are usually discussed by 
a committee including representatives of district offices, and 
new methods are tried experimentally in one or other offices. 

In addition to these three main divisions, corporation assess- 
ing, individual assessing, and the administrative unit, there are 
in the district office, some smaller branches, including succes- 
sion duty, which is declining in volume of work as a result of 
1948 legislation raising the limit of dutiable incomes to I50,- 
000; and an intelligence or special investigation unit in which 
trained men deal with cases of fraud. 

Head Office 

This is in broad outline a picture of the activities of the 
typical Canadian income tax district office. You will have 
gathered that the functions of the Head Office in relation to the 
district office are that of final decision of intricate and involved 
questions through review of the more important taxpayers’ 
files, of control and direction of the flow of work, whether 
assessing or administrative, and of the methods to be followed 
in handling it. In short the Head Office controls policy. Addi- 
tionally, the Head Office maintains knowledge of and control 
over the district office through an inspection staff, and each dis- 
trict office has its permanent staff of internal auditors, who re- 
port to the chief inspector at the Head Office. 

Legal interpretations and appeal work are concentrated in 
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the legal branch at the Head Office, though district offices are 
required to do fact-finding work in connection with appeals. 

Advantages and Disadvantages of Decentralization 
With these decentralized methods of administration, the 
framework of which has been outlined, there have of course 
been found some disadvantages as well as advantages. One of 
the advantages on which we lay stress in Canada is the fact that 
under our system, a taxpayer can go to his local office, instead 
of writing to Ottawa, to discuss his taxation problem or returns, 
or if necessary, tell his story of grievance to an officer who is 
competent to deal with the matter. This is in addition to the 
advantage of making returns and payments, of whatever kind 
covered by the Income War Tax Act, or other acts administered 
by the Income Tax Division, all to the one office, and having 
his books and records examined by an officer from the same 
office. The principal disadvantages which we have found are 
two: the difficulty of securing uniformity in widely scattered 
offices, and the difficulty both of securing and retaining senior 
technically trained staff in the district offices located in the 
smaller centers. 

These two matters are closely related, because by the term 
uniformity is intended not only uniformity in the assessment 
of taxpayers whose circumstances are similar, wherever they 
may make their returns in Canada, but also uniformity in the 
progress of the Division’s work. It is for instance, to take an 
extreme case, obviously undesirable that in one district area, 
corporation assessing should be on a virtually current basis, 
while in an adjoining district area this work should be several 
years in arrears. 

These and related problems have been vigorously taken in 
hand within the last year or two. Staffs, both technical and 
clerical, have been largely increased and additional space, unob- 
tainable during the years of war, secured. Processes have been 
changed, as material and supplies for the use of new processes 
have been made available. Further changes of this kind are 
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under active consideration and will be going on for some 
time. 


New Income Tax Act 

An important development in the matter of securing greater 
uniformity in our Canadian income tax administration is the 
new act, which was passed by Parliament at its last session, and 
comes into force on the 1st January, 1949. As many of you will 
be aware, our Income War Tax Act has only been once con- 
solidated, in 1927, and the effect of annual amendments upon 
it, particularly the tremendous changes of the Second War years 
which revolutionized income tax in Canada, has been to make 
it unwieldy and ill-arranged. 

As many of you will also know, one of the features of our 
existing act is the large number of “Minister’s discretions,” in 
effect administrative discretions, which it contains. In the new 
act, these have been done away with, only two or three remain- 
ing, and we are turning towards the rule of law. 

A first draft of the new bill was introduced into Parliament 
at the close of the 1947 Session, but instead of being proceeded 
with immediately, was made available for study and representa- 
tions by interested parties. Such bodies as bar associations, 
chartered accountants’ institutes, the Canadian Tax Founda- 
tion, boards of trade, and chambers of commerce devoted a 
great deal of attention to it. The bill was then redrafted, after 
consideration of representations by these bodies, and the re- 
drafted bill was passed by Parliament into the Income Tax Act 
at the 1948 Session, and as stated, comes into operation on the 
1st January, 1949. 

Apart from the sweeping reduction in the number of minis- 
terial discretions, features of the bill are an orderly arrange- 
ment of sections covering procedure, which in the present Act 
are widely scattered, and a considerable simplification of lan- 
guage. The Act, however, is much more than a consolidation 
or simplification. It contains a good deal of new matter, which 
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should be studied by those who are practically or professionally 
concerned with Canadian taxation. 

It will be necessary to issue regulations under the new Act, 
covering such important matters as inventories, depreciation, 
depletion, and a number of other matters. These regulations 
are now in process of preparation, will come into force through 
Orders-in-Council and be published for the information of 
taxpayers. 

The new Act and its regulations will assist notably in over- 
coming any lack of uniformity developed as a result of our 
decentralized methods of administration. One other administra- 
tive objective which ^ve are actively working towards at this 
time is simplification not only of our office methods — by me- 
chanical means or otherwise — but in particular of forms which 
the great body of taxpayers has to complete for us. Last year 
for taxpayers with incomes of $3,000 or less — and this classifica- 
tion includes in number approximately four-fifths of the returns 
we receive — we tried a simplified form a little larger than post- 
card size. It had its points, but we had considerable difficulty 
with it administratively. Accordingly, we are trying again, a 
slightly larger but still small four-page leaflet. Both in this form 
and in a revision of the income tax form for individual tax- 
payers with incomes over $3,000, we are getting away as far 
as possible from legalistic verbiage while covering all requisite 
information. 

Any administrative novelties along these and other lines are 
naturally subject to the requirements of government policy. 
But with this proviso it may be fairly said that our aims in 
Canadian income tax administration at this time are the as- 
surance of uniformity, and simplification, leading ultimately 
to further decentralization, particularly for the mass of returns, 
whether of taxpayers’ or information returns. ; 
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APPENDIX 

The Taxation Division of the Department of National Rev- 
enue of the Canadian Government administers three acts of 
Parliament: 

The Income War Tax Act, enacted 1917 

The Excess Profits Tax Act, 1940 

The Dominion Succession Duty Act, enacted 1941 


The Income War Tax Act will be succeeded by the Income 
Tax Act, enacted 1948, on the 1st January 1949. 

By agreement between the Dominion and seven provinces, 
the Taxation Division administers the corporation taxation of 
these provinces. It also by agreement administers the corpora- 
tion tax of the Yukon Territory. 

In the past, the Division has administered the Business Profits 
War Tax Act (1915-1920), and the, Wartime Salaries Control 
(1941-1946). 

Offices are located as follows: 


Head Office 

444 Sussex Street, Ottawa, Ontario 
District Offices 


Prince Edward Island: 
Nova Scotia: 

New Brunswick: 
Quebec: 


Ontario: 


Manitoba: 

Saskatchewan: 

Alberta; 

British Columbia: 
Yukon Territory: 


Charlottetown 

Halifax 

Sydney 

Saint John 

Quebec 

Montreal 

Sherbrooke 

Ottawa (Jackson Building) 

Kingston 

Belleville 

Toronto 

Hamilton 

London 

Fort William 

Winnipeg 

Regina 

Saskatoon 

Edmonton 

Calgary 

Vancouver 

Dawson 
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Collections of All Taxes Administered: 
Net After Refunds 
(Fiscal Years Ended 31st March) 


1919 $ 42,319,782 

1920-29, annual average 66,603,080 

1930-39, annual average 83,927,458 

1940 134,448,566 

1941 272,138,291 

1942 652,367,936 

1943 1,378,042,832 

1944 1,635,494,706 

1945 1,555,814,222 

1946 1,453,373,330 

1947 1,435,731,759 

1948 1,317,706,891 

Percentage cost of collections, (excluding building rentals and the rental value 
of space occupied in government buildings): 

1948: 1.49%. 

For details of collections etc., see Taxation Statistics, 1948, published by the 
King’s Printer. Ottawa. 

Returns Received 

Population of Canada, 1948 12,883,000 

Income tax returns of individuals filed for 1947 to 30th 

Sept. 1948 3.554,675 

Corporation income tax returns filed for 1947 40,546 

Information returns filed during fiscal year 1947-1948 (re- 
turns of salaries and wages paid, dividends distributed, 
trust funds and estates, bond intei'cst paid, and coupons 
cashed) 3,059,993 

Staff 

Head Office District Offices 

1st September, 1939 209 1,140 

1st October, 1948 891 10,703 
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DEPRECIATION ALLOWANCES 
Paul T. Norton, Jr. 

Vice President & Treasurer, The Case Crane ir Kilhourne Jacobs Company 

^'^HE WHOLE PROBLEM of depreciation is really one of 
administration. The law merely provides that there shall be 
a reasonable allowance for depreciation. Present administrative 
practice has become so deep-rooted through long usage and 
court decisions, however, that some changes in the law itself 
would almost certainly be required before some of the changes 
I shall suggest could be made. 

I shall not attempt to discuss fundamental depreciation 
theory, but will try to show how we can do a better job than 
we are now doing in handling depreciation allowances on 
income tax returns. My entire discussion will be based on the 
assumption that the one and only reason our tax law permits 
a deduction for depreciation is to prevent the charging of an 
income tax on that part of the gross receipts of a business which 
is merely the return of an investment in a depreciable asset. 

High Replacement Costs 

I do not believe that there is any direct connection between 
depreciation and replacement, or between depreciation and 
the replacement cost of an asset. Most of the jobs I have held 
in my forty years of working experience have brought me into 
close contact with the manufacture, sale, or use of manufactur- 
ing equipment, and no one knows better than I that an indus- 
trial concern must be able to replace its assets, if it is to survive. 
In fact, I would go much further, and say that merely replac- 
115 
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ing assets is not enough. If we are to continue our long-time 
progress in increasing the national standard of living, we must 
find some way to continue our past habit of increasing the 
mechanization of industry, and not merely replace assets as they 
wear out or become obsolete. But the financing of replacements 
is a problem quite separate from the writing off for tax pur- 
poses of the investment in present assets. 

The replacement problem is aggravated today by the com- 
bination of two elements, high tax rates and high replacement 
costs. As I shall point out later in this talk, our present depre- 
ciation tax practice seriously interferes with desirable, even 
essential, replacements. I am in complete agreement with what 
I understand to be the objectives of those businessmen, ac- 
countants, and engineers who are advocating that taxpayers be 
permitted to charge depreciation on the basis of replacement 
costs, but I personally am convinced that this is a completely 
wrong and futile approach to the problem. I shall merely say 
at this time that I believe that the only feasible way to handle 
the problem resulting from the present high replacement costs 
is to recognize the fact that the present combination of high 
replacement costs, high tax rates, low depreciation rates, and 
the threat of being penalized under Section 102 will almost 
certainly destroy our present private ownership economy, un- 
less some relief is given promptly through changes in our 
method of taxing what we now consider to be the “profits” of 
business. 

If I had enough time, I believe I could demonstrate to the 
satisfaction of nearly everyone that permission to charge de- 
preciation for tax purposes on the basis of present high replace- 
ment costs would ultimately be bad for industry, even if such 
permission could be obtained, which I hope and believe will 
never happen. To tie these extra charges in with depreciation, 
as so many of our large companies are now doing, although 
such extra charges are not permitted for tax purposes, seems 
to me to be very unwise. 

I believe that by attacking the problem directly industry 
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could do a much better job than it is now doing in proving to 
the public that the present large “profits” of industry are neces- 
sary, and must be used by industry for working capital and for 
investment in new plant and equipment, if industry is to sur- 
vive, to say nothing of maintaining an up-to-date national 
productive plant. That approach might even get some tax 
relief for that part of the presently taxed “profits” which are 
reinvested in depreciable assets. But the method of attacking 
the problem which 1 have just suggested should not be tied in 
with the quite separate problem of depreciation charges on 
present assets. 

Why should we attempt to make the depreciation instrument 
do a job it was never intended to do and which all the available 
evidence indicates it will not be able to do satisfactorily? As I 
wrote this paper, I had in front of me some score of different 
published statements giving as many different reasons why the 
authors do not believe it to be desirable to make additional 
depreciation charges on present assets to cover present inflated 
replacement costs. The very fact that so many different groups 
have attacked this method from so many different angles is 
enough to satisfy me that the general public, already suspicious 
of the supposed high “profits” now being earned by industry, 
will never believe that there is a real economic justification for 
the practice. 

I have still another reason for objecting to this practice as 
it is now generally being used: I believe it makes it more diffi- 
cult to improve our present depreciation practice in the field 
in which depreciation can and should operate. 

So much for the problem of high replacement costs. The 
remainder of this paper will be devoted to those aspects of the 
depreciation problem which refer to the tax-free recovery of 
the dollar investment in a depreciable asset. 

Prosperity Requires a High Level of Plant Investment 

That our posUvar prosperity depended to a great extent upon 
a large amount of postwar investment in plant and equipment 
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was recognized as far back as 1944 by the very federal officials 
under whom the government had so drastically reduced depre- 
ciation allowances during the previous ten years. We all re- 
member that President Roosevelt and several of the highest 
members of his administration stated in 1944. that depreciation 
allowances on postwar investments should be increased as an 
inducement to business and industry to make investments in 
plant and equipment, and thus maintain a high employment 
level. 

The postwar depression which was so greatly feared has not 
as yet materialized, and we have certainly not needed any re- 
laxation of the Treasury’s depreciation practice to induce 
businessmen to make very large investments in depreciable as- 
sets. I do not believe, however, that we can expect the present 
situation to continue indefinitely. Nor do I believe that busi- 
nessmen will make investments in plant and equipment merely 
because the government gives them a tax inducement through 
a more liberal depreciation policy. 

If we accept the premise that businessmen will not ordinarily 
make investments in plant and equipment unless they expect 
to recover their investments plus a return on the investments, 
it seems to me that we should be fearful lest a continuation of 
our present depreciation practice may suddenly cause many 
businessmen to decide that they simply cannot afford to make 
additional investments in depreciable assets. 

If we analyze the reasons why investments in plant and equip- 
ment are still being made in such large volume, it seems to me 
to be clear that these reasons may be divided into three classes. 

The most important reason why investments in plant and 
equipment are being made today by big business and small 
business is probably the quite justifiable belief on the part of 
most businessmen that their present facilities are simply not 
modern enough or efficient enough to make it possible for them 
to compete while paying present high wage rates. The urgency 
of this first reason will presumably diminish as time goes on. 

The second reason applies principally to big business and 
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is more political than economic. It seems clear that such in- 
dustries as steel and petroleum products have no choice at 
present, but must continue to increase their productive capac- 
ities, even though they may question the economic advisability 
of some of this expansion. If they do not make the investments 
themselves, the government will certainly do so. Sooner or later, 
we should certainly reach the point where even such large 
industries can decide for themselves whether to continue to 
expand. 

Finally, discussion of the problem with many businessmen, 
representing both big business and small business, has con- 
vinced me that the average businessman does not yet grasp 
the full implications of our present depreciation practice, nor 
that under this practice it is often not possible to recover an 
investment tax-free even when the asset in which the money 
is invested is very profitable from an economic viewpoint. 
There are indications that the average businessman is becom- 
ing better educated with respect to this point, and as this 
education becomes more general there will certainly be more 
and more reluctance to make those investments which are 
being made so freely today, and which are clearly justifiable 
from the economic and social viewpoints, although not from 
the viewpoint of what will happen under our present tax prac- 
tice with respect to depreciation. 

When so analyzed, it seems clear that much of our present 
great investment is being made for reasons which are not at 
all normal, and if conditions should change with respect to one 
or more of these three reasons, there might be a great decrease 
in the rate at which investments would be made in plant and 
equipment. If the change were rapid enough, the result might 
be disastrous. In that connection, it is perhaps only fair to 
say that present depreciation practice is not as harmful to big 
business as it is to small business; investments in plant and 
equipment by big business might not cease as quickly as would 
presumably be the case with small business, after the small 
businessman once begins to realize what is really happening 
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to him under present depreciation practice. On the other hand, 
important as big business is in respect to investment in plant 
and equipment, in the aggregate small business must be even 
more important. In any event, a decrease in such investments 
by any large segment of business might become contagious. 

Prevalent Errors Regarding Depreciation 

There can be no real hope of any considerable improvement 
in our method of handling depreciation until some all too 
common errors are corrected in the minds of the general 
public, as well as many businessmen, engineers, and account- 
ants. It is especially important that the general public have 
a better understanding of what happens when depreciation 
charges are made under what is generally considered to be good 
accounting procedure; it is certainly most important that the 
general public understand that depreciation reserves do not 
represent money in the bank available for the purchase of 
replacement assets. 

An examination of these misunderstandings of the nature 
of depreciation allowances may assist us in making up our 
minds as to how the present practice of the Treasury can best 
be changed so as to come closer to the real reason for permitting 
depreciation allowances on income tax returns. Let me say 
first, and most emphatically, that in singling out certain peri- 
odicals for direct quotation, I am merely using them as typical 
examples of the usual thinking in respect to what I consider 
to be very general errors. 

Depreciation Reserves Are Not Money in Bank 

One of the frequent errors is that depreciation reserves 
represent money in the bank. The September 30, 1948, issue 
of The Wall Street Journal contained an article entitled “Phan- 
tom Profits,” which, after having stated that a certain company 
was continuing to use an old plant and another company was 
omitting its common dividend, both of them because of present 
high replacement costs, included the following paragraphs: 
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These two tales typify a major problem for businessmen today. Deprecia- 
tion reserves aren’t big enough to replace rundown plants and machinery at 
present high costs. 

Depreciation is a bookkeeping charge which a company makes against its 
earnings to offset the wear and tear on its plants and machines in making 
bobby pins, automobiles, refrigerators, machine tools, or whatever it sells 
to customers. Theoretically, the reserve accumulated over the life of a plant 
or machine should be sufficient to buy a new one when the old one wears out. 

For a machine costing, say, 1 10,000 with an estimated 10-year life, 1 1,000 
would be set aside each year. At the end of 10 years, .'ll 0,000 would thus be 
in reserve to replace the worn out tool. 

It is certainly not necessary for me to explain to this audience 
why nothing can be purchased through the use of depreciation 
reserves. With statements like this appearing in periodicals like 
The Wall Street Journal, however, can we wonder that the 
general public is misled by those persons who point to what 
they claim are excessive depreciation reserves, and infer, if 
they do not definitely state, that these reserves might well be 
used to replace plant and equipment? (Of course, the word 
“surplus” is used in ways that are even worse, but a discussion 
of that is not within the subject of this paper.) I am sure that 
no one who has attended union negotiating sessions will feel 
that I am quibbling when I state that we simply must be more 
careful of our phraseology in matters of this sort. 

The statement quoted was directed particularly at present 
high replacement costs, but it would have been exactly as 
incorrect, or at least as misleading, in, a period of stable prices. 

No Ascertainable Amount of Depreciation for any Givei^ Year 

A second frequent error is that there is any definite ascer- 
tainable amount of depreciation for any given year, and par- 
ticularly that it is the amount that is calculated by using 
straight-line depreciation rates based on full service life; also 
the resulting error in thinking that the Treasury’s present 
practice recognizes obsolescence in an effective way. As an 
example, I shall quote a paragraph from the editorial on 
depreciation in the December, 1944, issue of The Journal of 
Accountancy: 
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No certified public accountant could properly certify without qualifica- 
tion a statement of income based on depreciation charges higher than that 
part of total cost reasonably attributable to the year in question. 

The quotation I have just read seems to express the rather 
general objections of accountants to what might be called 
“accelerated depreciation,” or, in other words, the charging 
of higher depreciation rates in the early years of the life of an 
asset than would be the case with straight-line depreciation, 
with rates based on full service lives. 

It certainly would be wonderful if depreciation, and all other 
elements of cost, could be determined accurately each year. 
It would take too long for me to explain fully that the rate 
at which the investment in an asset should be written off during 
life is, in general, completely indeterminate. I shall merely say, 
at this time, that it is not at all unusual for an asset with a 
total service life of, say, twenty years, to have little or no 
capacity for earning its depreciation in the last five or ten 
years of life, because obsolescence has relegated it to stand-by 
service. It is this sort of thing which makes me so sure that 
depreciation rates in the early years should, at least for most 
manufacturing equipment, be higher than straight-line rates 
based on full service lives. 

By the way, those accountants and others who object to so- 
called accelerated depreciation for the reasons implied in the 
quotation from The Journal of Accountancy, are really in 
agreement with the present practice of the Treasury. I only 
wish I had time to explore that subject further. 

The Treasury regulations purport to give recognition to both 
“normal obsolescence” and "extraordinary or special obso- 
lescence.” However, a careful consideration of Treasury prac- 
tice will prove that in no case does the Treasury recognize any 
effect of obsolescence other than the effect it has in ending life, 
and it must be remembered that, to the Treasury, life has 
not ended as long as the asset is in use, even when such use is 
the most limited sort of stand-by service. Few persons seem to 
realize that the Treasury’s present practice completely ignores 
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the more important effect of obsolescence, in reducing earning 
power — the ability to earn depreciation — during life. Certainly 
few critics of the Treasury’s present practice have attacked the 
Treasury practice from that point of view. I cannot understand 
this failure to attack present practice at the point where I 
consider it to be most vulnerable, and the prospects of success 
the brightest. 

Tax-free Recovery of Investment 

A third error is that it is always possible for a taxpayer to 
recover tax-free the investment in a depreciable asset, which 
has in fact been profitable enough for him to recover the in- 
vestment during the economic life. There seems to be no 
doubt as to the intention in the law and regulations that such 
tax-free recovery should be permitted. 

As to this, I shall merely call attention to the two opposite 
situations where assets earn their investments fully during 
their lives, but where in the first case, the asset is profitable 
only during the first part of its life, being obsolete thereafter, 
while in the second case, there is no real earning power in 
the early years, but the entire investment is recovered in the 
later years. (There are, of course, many variations of these two 
situations.) Few persons seem to realize how Treasury practice 
can penalize a taxpayer in situations of this sort, especially 
small companies who are less able than large companies to 
average losses due to one asset against earnings from other 
assets. 

Permissive Acceleration of Depreciation Charges Cannot 
Involve Future Hardship 

Another error is that permission to accelerate depreciation 
charges, under the present limitation that such charges must 
not exceed total cost, might work a hardship on the taxpayer in 
later years, after the depreciation base had been exhausted. 
This idea is illustrated by the following paragraph on accel- 
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crated depreciation from page 45 of the November 12, 1948, 
issue of the U. S. News & World Report: 

Objection is made to this plan, however, on the ground tliat it might be 
disastrous to some firms in time. Today, for example, a company might 
decide to take its extra tax reduction when taxes are high and profits easy. 
But if the firm depreciated its equipment in a few years, it would get no 
deductions later on, would have to pay heavier taxes. If business conditions 
were poor then, the tax load might be very heavy. 

This statement is so badly in error that it seems incredible 
that it could have been written, but I have seen several other 
statements that were almost identical. Limitations of time per- 
mit me only one comment. What could be better than to be 
relieved of the necessity of charging depreciation into one’s 
costs; that is one step better than buying good plant and 
equipment at a very low cost at a sheriff’s sale, which gives 
rise to the most feared of all competition. 

No Historical Justification for Straight-Line Depreciation 

A final error is that there is historical justification for the 
use of straight-line depreciation. It is true that in the period 
prior to the issuance of Treasury Decision 4422 in 1934, most 
taxpayers did use for tax purposes what was generally called 
“straight-line depreciation.’’ However, it was common practice 
in the manufacturing industries to use a 10 per cent straight- 
line depreciation rate for manufacturing equipment, even 
though it must have been apparent to everyone that the lives 
of such equipment averaged considerably more than ten years. 
It seems strange that so few persons realized that the change 
in Treasury practice which occurred in 1934 was a complete 
change in method, and not merely a refinement of the method 
that had previously been used, and which was, in my opinion, 
a much better method than the one insisted upon by the 
Treasury since T.D. 4422. Far too often, taxpayers attack the 
present maximum depreciation rates permitted on tax returns 
on the ground that the lives used by the Treasury are unreason- 
ably long. This method of attack is, in most cases, doomed 
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to failure; the Treasury has ample information to justify its 
lives. To obtain higher rates, taxpayers must show that the 
whole theory of basing straight-line rates on full service lives is 
wrong because such a method does not permit the tax-free 
recovery of an investment during the period within which it 
must be recovered, if it is to be recovered at all. 

Some Suggestions for Improving Depreciation Practice 

I have not yet made definite suggestions for improving depre- 
ciation practice in federal income tax administration. Flowever, 
what I have said will, I hope, assist us in understanding the 
reasons for the few suggestions I shall now make. 

First, and most important of all, let us see what we can do 
to improve depreciation practice without asking that it do for 
us things it was never intended to do. In particular, if we feel 
that high replacement costs require recognition when report- 
ing profits, as I am convinced they do, let us not give the 
name “depreciation” to the additional current charges which 
we may find it desirable to make, unless we can justify these 
charges as reasonable on a dollar cost basis, through the use 
of what is generally called “accelerated depreciation.” If we 
handle the problem in this way, I believe we have a fair chance 
to educate the general public to the point that they will accept 
present business profits as being reasonable in view of the need 
for additional sums for working capital requirements and plant 
replacements and additions. 

Let us see what can be done within the framework of regular 
depreciation accounting to alleviate the problem of high re- 
placement costs. For example, some rough mental arithmetic 
which I have used on the figures given in The U. S. Steel 
Quarterly for November, 1948, indicates that the additional 
depreciation charge being made this year, and not now de- 
ductible on the tax return, amounts to only about 10 per cent 
on a yearly basis on the investments in plant and equipment 
which the company has made during the postwar period alone. 
I believe that the economic justification of such “accelerated 
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depreciation” could be explained to the general public, and 
that we might even expect to get such allowances on income 
tax returns. 

But I am convinced that “accelerated depreciation” can be 
justified only if it can be shown that it is economically sound, 
as well as socially desirable in that it will promote desirable 
investments in plant and equipment. Like most other business- 
men, I distrust, even fear, “incentive taxation,” and I do not 
believe that accelerated depreciation will ever be generally 
accepted, or have the effect desired by its proponents, until it 
can be shown to be economically sound. (I do not have the 
time to give the reasons why I am convinced that it really is 
economically sound, because that is the way that depreciation 
normally occurs.) 

Present depreciation practice, with maximum straight-line 
rates based on full service lives, has two very bad effects, which 
will become more evident as taxpayers more generally grasp the 
full implications of present practice. 

In the first place, with high tax rates, low depreciation rates, 
and the threat of being penalized under Section 102, taxpayers 
may often be financially unable to make replacements when 
it becomes evident that their existing assets are obsolete. There 
is ample historical evidence that the failure to give adequate 
recognition to depreciation has resulted in disaster, not only 
to individual concerns but also to entire communities. 

The second bad effect of present practice will become evident 
just as soon as the average taxpayer realizes that the easiest 
way for him to increase his depreciation rates is to retire 
ruthlessly any asset for which there is no need in the imme- 
diately foreseeable future. There, are those who believe that 
such retirements of assets are desirable in that they keep our 
national plant free of obsolescence, but I am sure that the 
retirement of assets merely to gain a tax advantage is bad from 
the viewpoint of our national economic health and safety. 
Certainly much of the obsolescent plant which was still in exist- 
ence in 1940 was of great assistance in the war effort; it was 
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fortunate that this plant had not been retired merely to provide 
a tax advantage to its owners. Surely there can be no objection 
to the retention of stand-by plant which might be useful in the 
future, and which it costs nothing to retain; nothing, that is, 
except a severe tax penalty under present depreciation practice. 

Conclusion 

It may be felt that I have crowded too many topics into this 
short paper. I can only say that I am convinced that a proper 
administration of depreciation allowances for federal income 
tax purposes demands that all of these topics be considered. 
The problem is so complicated and so indeterminate that it 
probably never will be solved to the satisfaction of everyone. 
I believe, however, that we can greatly improve present prac- 
tice by recognizing that it is economically sound to permit what 
is generally called “accelerated depreciation,” and that there is 
no real justification for our present practice, which in effect 
assumes that an old and obsolescent asset has the same earning 
power in its last year of life as it had in its first year of life. 

# # # # # 

Note: An explanation of the reasons for the statements made in this paper may 
be found in Depreciation, by Grant, E. L., and Norton, P. T., Jr., New York; 
Ronald Press Company, 1949. ^ 
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COMPENSATION PROBLEMS 

Harold T. Swartz 
Bureau of Internal Revenue * 

S peakers on the subject of taxation sometimes, by way of 
illustration, refer to Adam and Eve in the Garden of Eden, 
My assigned subject being “Compensation Problems,” I won- 
der if it could be held that Adam realized taxable income in 
the form of compensation when he took the bite out of the 
well-known apple. He might contend that he rendered no serv- 
ices and that the apple was intended as a gift; or he might 
pass the buck to Eve on the theory that any income is hers 
since she gave him only the fruit and not the whole tree. 
The fruit was forbidden, however, under the statutes existing 
at that time, and the apple was not Eve’s to give away. When 
we next consider whether Adam, therefore, realized income by 
way of theft or embezzlement we are getting away from com- 
pensation concepts. In any event there apparently was no for- 
giveness of any indebtedness. 

Today, compensation received for services rendered is one of 
the more common forms of taxable income and compensation 
paid is one of the largest deductions taken on tax returns of 
employers. While, generally, tax treatment of receipt or pay- 
ment of compensation is comparatively simple, it is somewhat 
more complex than it was in the Garden of Eden and there 
are some problems which are important enough to cause con- 
cern to both employee and employer. 

* The views expressed herein are entirely those of the ^vriter, and should 
not necessarily be construed as the official opinion of the Bureau of Internal 
Revenue. 
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Compensation stalks into the income tax field when a person 
has received it or is entitled to receive it. When such person 
is so circumstanced that means that another person has paid 
compensation or is obligated to pay it. Both are then presented 
with four basic questions. The payee’s questions are: 

1 . Is it taxable? 

2. When is it taxable? 

3. How much of it is taxable? 

4. Is it taxable to me? 

And the payer’s questions are: 

1. Is it deductible? 

2. When is it deductible? 

3. How much of it is deductible? 

4. Is it deductible by me? 

These simple questions have given rise to untold thousands 
of disputes, rulings, and court decisions. During recent years 
high tax rates have placed a good premium on the vigorous 
exercise of human ingenuity to devise means of minimizing 
tax liability. They have also stimulated the enactment of some 
tax provisions with a social purpose implemented by the offer 
of certain tax benefits in the field of compensation. 

The natural concomitants of pressures such as those indicated 
are, of course, problems. I shall have time to mention only a 
few and to touch only lightly on these. 

Receipt of Compensation 

To pause for a moment and consider fundamentals — we are 
all aware that income derived from salaries, wages, commis- 
sions, bonuses, tips, or compensation for personal services of 
whatever kind and in whatever form paid falls into that revenue 
kettle bearing the cold impersonal title of "gross income.” And 
it is widely known that such income may be in the form of 
cash, corporate stock, merchandise, living quarters, meals, and 
goods or services of any kind. We all know that if services are 
paid for with something other than money, the fair market 
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value of whatever is received in payment is the amount to be 
included as income. In fact, an amount received from refrain- 
ing from labor is sometimes considered to be compensation and 
taxable as such.^ 

The full scope of these fundamental ideas is not apparent 
to the naked eye. There are numerous, let us call them, subtle 
nuances which breed the problems. Some examples are indi- 
cated in the following paragraphs. 

The value of board and lodging furnished an employee 
constitutes taxable income to him unless noncompensatory 
because they are furnished for the convenience of the employer. 

The rental value of a dwelling and household furnishings 
provided a clergyman by his church is not taxable to the 
clergyman. However, if the clergyman, rents a house that is not 
owned by the church, and is provided an allowance to pay the 
rent, the allowance is income to him subject to tax. 

Salary received from an employer by an employee while 
absent from work on account of sickness is considered taxable 
to the employee, but amounts received by him through health 
insurance as compensation for sickness is specifically excluded 
from gross income under Code Section 22(b) (5). 

Premiums paid by an employer on policies of group life 
insurance covering the lives of his employees, the beneficiaries 
of which are designated by the employees, are by regulation 
not income to the employees. If, however, a pension or profit- 
sharing trust established by an employer for his employees 
purchases retirement income insurance with life insurance pro- 
tection payable upon the death of the employee participants, 
so much of the premiums as was paid from the contributions 
of the employer or earnings thereon for such life insurance 
protection constitutes income to the employee for the year 
in which such amounts are applied to the purchase of the life 
insurance. 


"i- Helvering v. Salvage, S97 U.S. 106. 
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Gifts Distinguished from Compensation 

While there is a strong presumption that any payment made 
by an employer to his employee or former employee represents 
taxable compensation for services rendered, the courts have 
held that sometimes such payment is intended as a gift and as 
such is exempt from tax.^ The answer usually hinges on the 
intent of the parties and the surrounding facts. 

Section loy 

Under certain conditions prescribed in Section 107 of the 
Code a taxpayer who receives in one year substantially all of 
the compensation earned from services covering a period of 
thirty-six months or more may determine his tax liability under 
a special rule provided in that section. Special provision is also 
made for computing the tax of an individual receiving “back 
pay’’ amounting to more than 15 per cent of his gross income 
for the taxable year. 

Stock Options 

A lively term to mention in any discussion of compensation 
“problems” is “stock options.” By “stock option,” of course, I 
have reference to the situation where an employer corporation 
gives an employee an option to purchase the corporation’s 
stock at a particular price, the option usually to be good for 
a period of years and exercisable under circumstances in which 
the price paid for the stock on exercise of the option is usually 
favorable to the employee. 

Under existing rules, if property is transferred by an em- 
ployer to an employee for an amount less than its fair market 
value, regardless of whether the transfer is in the form of a sale 
or an exchange, the difference between the amount paid for 
the property and its fair market value is taxable income to the 
employee. This rule is applied to options to buy stock of an 
employer corporation. It is held that the employee realizes 

2 Bogardus v. Commissioner, 302 U.S. 34 (1937). 
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compensation in the year the option is exercised to the extent 
of the excess of the market value of the stock over the option 
price. If the option is sold, the value of the consideration re- 
ceived is taxed as compensation. If the option is given away, 
the employee is subject to tax when the recipient exercises the 
option, 

A number of proposals have been made to create a special 
statutory rule applicable to stock options. The proposals are 
usually erected on the premise that such stock options are in- 
centive devices to stimulate the employee’s zeal to build up 
the corporate business because of the opportunity of part 
ownership and participation. A further premise is that such an 
incentive device is not compensatory but is more in the nature 
of a capital transaction and that the financial benefits the em- 
ployee receives should be regarded as capital benefits. 

One such proposal has been incorporated in H.R, 6712 in 
the Eightieth Congress, a bill which passed the House of Repre- 
sentatives. I have been informed that this provision has been 
criticized from several sources as too restrictive in its terms, 
I have also heard that several groups have endeavored to draft 
an alternative measure, having the same objectives as that in 
H.R. 6712, but with different rules. But, I gather that these 
groups have not been able to agree among themselves on their 
own proposals. 

Deductions by Payer of Compensation 

My comments thus far have been in connection with the 
receipt of compensation. Let us look at it a bit from the payer’s 
standpoint. It does not necessarily follow that amounts paid 
by an employer to an employee or to an independent contractor 
are deductible by him merely because they are taxable as com- 
pensation to the recipient. The payments, in order to be 
deductible, must be reasonable and constitute ordinary and 
necessary business expenses. For instance, salary payments to 
corporation employees who are stockholders may represent 
dividends rather than deductible compensation. Or, if the 



COMPENSATION PROBLEMS I33 

shareholder employee reports his income on the cash basis and 
owns more than 50 per cent in value of the outstanding 
stock, Section 24(c) of the Code provides that no deduction is 
allowed the employer if compensation due the shareholder is 
not paid within the taxable year or within two and one-half 
months after the close thereof. 

It is also well to note here that some corporation payments 
which are actually taxable compensation to the recipient may 
be a capital expenditure as far as the company is concerned — 
for example, legal fees for incorporating the company. 

Amounts paid as compensation are not always deductible in 
the year paid but may be deductible in some other taxable 
period. For example, amounts contributed by an employer to a 
pension trust, or an annuity plan for past service credits, are 
allowable as deductions under clause (iii) of Section 23(p) (1) (A) 
only to the extent of 10 per cent of the amount recpiired to 
completely fund such past service. Deduction for payment in 
excess of this amount is carried over and is deductible only 
in succeeding taxable years to the extent of the 10 per cent 
limitation. 

Reasonableness of Compensation 

The test for reasonableness of compensation paid sometimes 
takes into consideration both current and past services rendered 
by the employee,^ This test also applies to amounts contributed 
to employees’ trusts. Section 29.23(p)-i of Regulations 111, as 
amended by T.D, 5666, provides that; 

In no case is a deduction allowable under section 23(p) for the amount of 
any contribution for the benefit of an employee in excess of the amount 
which, together with other deductions allowed for compensation for such 
employee’s services, constitutes a reasonable allowance for compensation for 
the services actually rendered. 

The Regulations go on to say, however, that a contribution 
which is in the nature of additional compensation for services 


s Lucas V, Ox Fibre Brush Co., 281 U,S. 115, 
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performed in prior years may be deductible, even if the total 
of such contributions and other compensation for the current 
year would be in excess of reasonable compensation for services 
performed in the current year, provided that such total plus 
•all compensation and contributions paid to or for such em- 
ployee in prior years represents a reasonable allowance for all 
services rendered by the employee by the end of the current 
year. 

Pension, Annuity, and Profit-Sharing Plans and 
Deferred Compensation 

Much time could be spent in discussing the various com- 
pensation problems arising under stock options, the constructive 
receipt doctrine, reasonableness of compensation, or under 
Sections 24(c) and 107. I shall, however, confine the balance 
of this discussion to some of the current problems in connection 
with compensation involving arrangements under which such 
compensation is deferred. Under these arrangements the em- 
ployee does not receive actual payment of compensation until 
some later period. One method of deferring the receipt of 
compensation is the establishment by an employer of a pension, 
annuity, profit-sharing, or stock-bonus plan for his employees 
under which compensation is set aside in trust for pensions, 
or as a share of the employer’s profits, or through the purchase 
of annuities from an insurance company. 

Prior to 1940 there were approximately one thousand of 
these trusteed or insured plans in existence. At the present 
time, however, more than twelve thousand such plans are in 
effect covering around four million employees and involving- 
annual contributions by employers of somewliere between seven 
hundred and fifty million and one billion dollars. 

In general, the Internal Revenue Code provides that ivhere 
such a plan meets the requirements of Section 165(a), the con- 
tributions made to the trust or the premiums paid for the 
annuities by the employer are not taxable to the employee or 
his beneficiary until the contributions are actually distributed 
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or made available to them. However, the contributions made 
by the employer are deductible within certain limits in the 
year made. 

Under existing law distributions made under qualified plans 
are taxable to the distributee as annuities to the extent pro- 
vided in Section 212(b)(2), except that if the total distributions 
payable from a trusteed plan are paid to the distributee in one 
year and in a lump sum on account of the employee’s separa- 
tion from service, the amount taxable is taxed as a long-term 
capital gain. It is noted that lump sum payments from non- 
trusteed plans are not accorded the capital gain treatment. 

Where the plan fails to meet the requirements of Section 
165(a) the contributions made by the employer are included in 
the employee’s gross income for the taxable year in which such 
contribution is made to the extent that the employee’s bene- 
ficial interest in such contribution is nonforfeitable at that 
time. If the employee’s interest is forfeitable at the time of the 
payment by the employer, the employee need not report the 
amounts due him until eventually received or made available 
to him, but in that case the employer is never allowed a deduc- 
tion for his contributions. 

While we are on the subject of pension and profit-sharing 
trusts I would like to discuss one or two of the current prob- 
lems there involved. 

There has been some indication that the tax and benefit base 
under the old-age and survivors’ insurance program of Social 
Security might be increased from $3,000 to $4,200 or $4,800. 
If this should occur a question is raised as to its effect on 
private pension and annuity plans which are integrated with 
present Social Security benefits. 

The Code ^ permits plans to qualify which supplement the 
Social Security program; but the Commissioner in making his 
determination with respect to discrimination considers whether 
total benefits resulting to each employee under the plan and 
under the Federal Insurance Contributions Act establish an 


Section 165(a) (5). 
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integrated and correlated retirement system. In this connection 
the Bureau of Internal Revenue has issued Mimeograph 5539 
which provides for the application of certain formulae to plans 
covering only employees earning over $3,000 per year which 
will be accepted as integrated with Social Security benefits. In 
the event of any increase in this base, plans now integrated 
might be found to overlap so much with the new old-age and 
survivors’ benefits that they could no longer be considered as 
properly integrated and nondiscriminatory. 

Whether legislation in this field may require modification of 
existing employees’ plans will probably depend on the extent 
of the increase in basic benefits. If the differential is not sub- 
stantial, continued approval of plans which have qualified 
under present integration requirements, and also new plans 
conforming to these requirements, might be justified under the 
existing provisions of Section 165(a). 

Another interesting question pertains to deductions allow- 
able to employers for contributions to qualified pension trusts 
and annuity plans under clause (ii) of Section 23(p)(i)(A) where 
the pension or annuities are funded on a level annual basis 
and where such contributions made during the taxable year 
exceed the limitation prescribed in clause (iii) of that sub- 
paragraph. 

Clause (ii) refers to an amount actuarially necessary to pay 
the remaining unfunded cost of all past and future service 
credits under the plan, distributed as a level amount or a level 
percentage of compensation over the remaining service of each 
employee, while clause (iii) refers to the actuarial cost of 
current service credits for the year plus an amount not in excess 
of 10 per cent of the amount required to immediately fund 
past service credits. The statute leaves the determination of 
specific actuarial methods to regulations to be prescribed by 
the Commissioner with the approval of the Secretary. The 
Regulations, in Section 29.23(p)-6, prior to their amendment 
by T.D. 5666, provided that if the employer desired to fund 
his plan under clause (ii), and such method funded the cost of 
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past service credits more rapidly than that permitted under 
clause (iii), he should submit the proposed method to the 
Commissioner and receive approval of such method before the 
results will be acceptable. The first case litigated under these 
provisions has recently been decided by the Tax Court on 
November i, 1948, in the Saalfield Publishing Com.pany case.'"’ 
In this case the Commissioner had limited the taxpayer’s de- 
duction for its contribution to its pension trust to something 
less than the amount claimed as costs under a method of fund- 
ing which the taxpayer contended conformed with clause (ii). 
The Court found that the excess deduction was apparently 
denied for the reason that the taxpayer’s method of funding 
under clause (ii) happened to produce a deduction larger than 
that which could be obtained under clause (iii). The Court 
held that the Regulations, as so applied, are unreasonable and 
null and void. 

It is noted that the Regulations,^ as amended by T.D. 5666, 
approved on November 2, 1948, now illustrate a method of 
determining level costs as a basis of deductions under clause 
(ii) and permit other methods which are reasonable and appro- 
priate under the circumstances involved, but still provide that 
if the amount is determined by a different method it must be 
approved by the Commissioner, except where it does not exceed 
the limitations under clause (iii). 

Unfunded Deferred Compensation Plans 

Only funded plans fall within the scope of Section 165. That 
is, such plans include some arrangement for placing funds in 
trust or for the purchase of annuities from insurance companies 
for employees in anticipation of future distribution to such 
employees. 

Inasmuch as one of the requirements for qualification under 
Code Section 165 is that the plan must not discriminate in 
classification, contributions, or benefits in favor of officers or 


B 11 T.C. No. 92. 

6 Section 29.23 (p)-6. 
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highly compensated employees, a corporation desiring to defer 
compensation to only one or a few of its key executives cannot 
use the vehicle of a trust fund or an annuity contract for this 
purpose without disadvantageous tax results. This may be one 
of the reasons for the recent popularity of so-called unfunded 
deferred compensation plans under which the employer — 
without the use of a trust or an insurance company — contracts 
with a selected key employee or employees, in exchange for 
stated considerations, to pay stipulated amounts to the em- 
ployee over some future period, usually after retirement. Some 
forms of these deferred compensation contracts state that the 
rights of the employee to future payments become fixed and 
absolute upon the rendition of current services while others 
contain conditions or contingencies which must be met before 
the employee is entitled to any payments. 

These conditional contracts may be occasioned by the cor- 
poration’s desire to provide an inducement to certain manage- 
ment employees to remain in its employment or to attract top- 
notch men into the business; or the corporation may wish to 
insure itself against possible competition from such employees 
after severance of service from the corporation. 

To accomplish this purpose the contract may provide that 
the payments are contingent upon the employee continuing in 
the service of the employer for a specified number of years or 
until a stated retirement age; they may be forfeitable if the 
employee, after severance of active service, enters into com- 
petition with the employer; or they may be subject to the 
condition that the employee continue to render advice or keep 
himself available for consultation after retirement. 

Some students of the tax effects of such contracts main- 
tain that an employee who enters into this type of contract 
and who reports his income on the cash basis is not in receipt 
of taxable income until he actually begins to receive the pay- 
ments under the contract. Other students contend that the 
employee realizes taxable income in the taxable year in which 
the services giving rise to the rights to the deferred compensa- 
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tion are performed. They point out that the contingencies 
involving the deferred payments may often be of insufficient 
substance and not imposed for bona fide business reasons but 
are designed primarily, if not solely, to defer the imposition 
of the tax on what is actually currently earned compensation. 
They refer to the decision of the Supreme Court in Commis- 
sioner V. Smith in which the Court held that Section 22(a) 
is broad enough to include in taxable income any economic 
benefit conferred upon the employee as compensation, what- 
ever the form or mode by which it is effected. They point to 
the Brodie,^ Oberioinder,^ and related cases, where the em- 
ployers purchased and delivered to selected employees as addi- 
tional compensation a single premium annuity contract which 
had no cash or surrender value. No payments were to be made 
under the contracts until the taxpayers reached a stated age. 
The Courts held, in both cases, that the cost of each annuity 
was taxable to the employee in the year of purchase under the 
provisions of Section 22(a). They cite the Miller case, involv- 
ing the federal Civil Service Retirement System, wherein it 
was held that the amount withheld annually from the em- 
ployee’s salary for future annuities constitutes taxable income 
to the employee in the year earned even though not available 
to him until severance, retirement, or death. They find support 
in Section 41 of the Code which permits the Commissioner to 
compute income in accordance with any method that in his 
opinion clearly reflects the income. 

Proponents of the “no tax until actual receipt” concept point 
to the VeitM Wolfe, Robertson , and Perkins cases, which 
they claim support their arguments in favor of taxability of 
deferred payments to a cash basis employee only as received. 

7324 U.S. 177 (1945). 

8 1 T.C. 275 (1942). 

s 147 F. (2d) 255 (C.C.A. 8th, 1945). 

to 144 F. (2d) 287 (C.C.A. 4th, 1944). 

11 8 T.C. 809 (1947). 

12 8 T.C. 689 (1947), aff ’ d , C.C.A.-9 (10-12-48). 

13 6 T.C. 1060 (1945). 

14 8 T.C. 1051 (1947). 
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Whatever the result, it should, in any event, be determined by 
reference to the terms and conditions of the agreement and the 
actual surrounding circumstances in each particular case. The 
Commissioner has not as yet published any indication of what 
position he will take with respect to the incidence of the tax 
to an employee entering into contracts of this type. 

It does appear that the employer who enters into one of 
these contracts is not entitled to a deduction until he actually 
pays to the employee the amounts stipulated in the contract 
even though the employer is on the accrual basis of accounting. 
Section 23(p)(i)(D) of the Code reads in part that: 

.... if compensation is paid or accrued on account of any employee under 
a plan deferring the receipt of such compensation, such .... compensation 
shall not be deductible under subsection (a) but shall be deductible .... 
in the taxable year when paid . ... if the employees’ rights to ... . such 
compensation are nonforfeitable at the time the .... compensation is paid. 

The regulations in Section 29.23(p)'i as amended by T.D. 
5666 provide in part that: 

.... where a corporation is under an obligation, whether funded or un- 
funded, to pay .... deferred compensation to an employee, there is a 
method having the effect of a plan deferring the receipt of compensation for 
which deductions are governed by section 23(p). 

The Regulations go on to say, however, that this provision is 
not intended to cover cases where, for example, compensation 
is deferred because of inability to pay such compensation or 
where the liability accrues in the earlier year, but the amount 
payable cannot be exactly determined until the later year. 
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INCOME AND EXPENSE PROBLEMS ^ 

J. S. Seidman, C.P.A. 

Seidman if Seidman 

A MOCKERY has been made of accounting principles in 
the way the tax law has been officially interpreted on the 
subject of the time for reporting income and deduction. The 
law (Section 41 of the Code) says that in the first instance, the 
taxpayer’s books control. The law permits departure from the 
books only if it is necessary to do so in order to clearly reflect 
income. Accepted accounting principles are by regulation the 
criteria for the clear reflection of income. The exact reference 
in the Regulations is to “approved method of accounting.’’ 
So far so good. 

One of the fundamental principles in accounting is the 
matching of income with related cost and expense. This corner- 
stone has been subverted by official tax interpretation, and 
twisted to a rule that says that income is to be reported as early 
as possible and a deduction is to be taken as late as possible. 

An example of weird acceleration of income, contrary to 
good accounting practice, is the tax rule that requires a land- 
lord on the accrual basis to report immediately, as income, 
rentals collected for future years, though the rentals must be 
returned if the rented space or service is not made available 
to the tenant. Illustrative of the tax postponement of deduc- 
tions, compared with timing under approved accounting meth- 
ods, is the treatment of reserves for discounts, guarantees, 
freight allowances, maintenance obligations, etc. 

* Editor’s Note: A digest of the talk on this topic. As Mr. Seidman spoke ex- 
temporaneously a complete record of his talk is unfortunately not available. 
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The tax rule is based on the “claim of right” theory. The 
idea is that as the advance rental monies were received as a 
matter of contractual right, the monies are income to the land- 
lord. That idea is repugnant to logic, economics, and morals. 
No honest man has income or regards as income an amount 
in respect to which there is an offsetting obligation to pay 
or serve. 

The tax rule has the government advantage of insuring tax 
collection when the money is around. It is the old “bird-in-the- 
hand” notion. However, the convenience of the Treasury 
should count for nought when it is overcome by the legitimate 
interests of the taxpayer. As things now stand, there is the 
distortion of bunching an amount in one year as income and 
allowing related deductions in another year, and the twain 
may never meet. 

The tax rule also offers in its support the assertion that the 
accounting viewpoint involves too much of a judgment factor, 
particularly in respect to deduction of reserves. Judgment, 
however, is implicit in all business transactions and in all 
concepts of income. The determination of inventories, bad 
debts, valuations, reek with judgment. That is far better than 
the arbitrary way in which the timing of income and deduc- 
tions now comes off. Furthermore, the area of judgment is not 
a free or loose one. It can be circumscribed by the past experi- 
ence of the taxpayer or of other taxpayers. 

From a revenue standpoint, there is no telling how the tax 
rule works because revenue depends on the course of tax rates 
and the size of the income from year to year. Maybe the tax- 
payer is ahead or maybe the government is ahead. But nobody 
is ahead on the abhorrent usurpation of time, manpower, and 
money consumed by both government and taxpayer, in the 
vast amount of controversy and litigation that now surrounds 
the problem of the timing of income and deductions. 

What is the answer? Obviously, the thing to do is to go back 
to Congress for a restatement and clarification of the law. The 
law should affirmatively adopt the established accounting prin- 
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ciple of matching income and deduction. To insure a proper 
statement of the law in this respect, it would be well to enlist 
the aid of accredited representatives of the accounting profes- 
sion in review of the draftsmanship. 
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ENFORCEMENT OF SECTION 102 OF TEIE UNITED 
STATES INTERNAL REVENUE CODE 

John L. Connolly 
Secretary-General Counsel, 

Minnesota Mining and Manufacturing Company 

S ECTION 102 of the United States Internal Revenue Code 
imposes an additional corporate surtax upon corporations 
under certain circumstances. 

The tax applies if a corporation, however created or organ- 
ized, is formed or availed of for the purpose of preventing the 
imposition of the surtax upon its shareholders or the share- 
holders of any other corporation, through the medium of per- 
mitting earnings or profits to accumulate instead of being 
divided or distributed. 

The Section 102 tax is in addition to the regular corporate 
normal tax and surtax. Domestic and foreign personal holding 
companies are not subject to the tax; all other corporations 
regardless of size, however created or organized, are subject to 
its provisions if they are either formed or availed of for the 
prohibited purpose. 

Section 102 Net Income 

The tax is imposed upon the undistributed net income. It 
is first necessary to compute the Section 102 net income in 
determining undistributed net income. 

The Section 102 net income in the case of a domestic cor- 
poration is computed, without the benefit of the capital loss 
carry-over provided in Section 117(e) and without the net 
144 
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operating loss deduction provided in Section 23(5), by sub- 
tracting from the corporate net income: 

1. Federal income, war profits, and excess profit taxes (other than the tax 
imposed by Subchapter E of Chapter 2 of the Internal Revenue Code 
for a taxable year beginning after December 31, 1940) paid or accrued 
during the taxable year to the extent not allowed as a deduction under 
Section 23(c); but not including the graduated income tax or surtax 
imposed by Section 102 or corresponding sections of prior Revenue 
Acts; 

2. Contributions or gifts, payment of which is made within the taxable 
year, not otherwise allowed as a deduction, to or for the use of donees 
described in Section 23(0) and for the purpose therein specified; 

3. Losses from the sale or exchange of capital assets which are disallowed 
as a deduction by Section 117(d) for the taxable year. 

In computing Section 102 net income for taxable years begin- 
ning after December 31, 1941, and before January 1, 1946, the 
amount of income subject to the excess profits tax is deducted. 
For taxable years beginning after December 31, 1945, the 
excess profits tax has been repealed and, therefore, this deduc- 
tion is eliminated. 

Undistributed Section 102 Net Income 

Undistributed Section 102 net income is computed by sub- 
tracting from Section 102 net income, described above, the 
amount of the basic surtax credit. The basic surtax credit in- 
cludes the amount of dividends paid and consented to, the net 
operating loss credit, and the bank affiliate credit. 

Section 102 net income includes interest upon obligations of 
the United States and obligations of a corporation organized 
under acts of Congress if such corporation is an instrumentality 
of the United States, except interest on obligations of the 
United States issued before September i, 1917, and interest 
upon obligations issued after September 1, 1917, by the United 
States or its instrumentalities to the extent that such interest 
is wholly exempt under the acts under which the obligations 
were issued, from all the various taxes including normal taxes 
and surtaxes imposed under Chapter 1 of the Code. 
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Section 102 net income does not include interest on obliga- 
tions o£ states or territories of the United States, or any polit- 
ical subdivision thereof, or the District of Columbia, or the 
possessions of the United States. The tax laws, of course, pro- 
vide that dividends paid by corporations from exempt earnings 
are subject to income tax in the hands of the stockholders. 
Although interest on obligations of states or territories, etc., is 
not included as part of Section 102 net income, it must be 
considered as a part of surplus in determining whether or not 
earnings were unreasonably accumulated. 

The tax is at the rate of 271/^ per cent of the amount of the 
undistributed Section 102 net income not in excess of 1 100,000, 
plus 38!/^ per cent of the undistributed Section 102 net income 
in excess of $100,000. 

Legislative History 

The Revenue Acts of 1913 and 1916 did not impose addi- 
tional taxes upon corporations but attempted to solve this 
problem by taxing to the shareholders their share of the current 
earnings of corporations which were formed or availed of for 
the purpose of preventing the imposition of individual sur- 
taxes. 

The Revenue Act of 1917 for the first time imposed this 
additional tax upon the corporation. With the exception of 
the years 1918, 1919, and 1920, which were governed by the 
Revenue Act of 1918, the tax has been on the corporation. 

Section 220 of the Revenue Act of 1918 dealt with this ques- 
tion in a somewhat different manner than the Revenue Acts 
of 1913, 1916, and 1917 in that if any corporation, however 
created or organized, was formed or availed of for the purpose 
of preventing the imposition of the surtax upon its stockholders 
or members through the medium of permitting its gains and 
profits to accumulate instead of being divided or distributed, 
it was not subject to the regular corporate normal tax, but was 
subject to war profits and excess profits taxes. The latter taxes 
were deducted from the net income of the corporation, and the 



ENFORCEMENT OF SECTION 102 147 

individual shareholders were required to report for taxation 
their proportionate share of the remainder. 

Originally in the Revenue Acts of 1913 and 1916 the tax 
applied only with respect to corporations “formed or fraudu- 
lently availed of’’ to prevent the imposition of individual sur- 
taxes, with the further proviso that a showing that a corpora- 
tion was a mere holding company or that corporate earnings 
were permitted to accumulate beyond the reasonable needs of 
the business — when so certified by the Commissioner — ^ivas 
prima facie evidence of a fraudulent purpose. 

The Revenue Acts of 1917 and 1918 eliminated the word 
“fraudulent’’ but it was not until 1924 that Congress eliminated 
the requirement of a Commissioner’s certificate that the ac- 
cumulation was unreasonable. 

Section 220 of the Revenue Act of 1921 contained a provision 
to the effect that if all the stockholders or members of such 
corporation agree thereto, the Commissioner may, in lieu of 
the regular income, war profits, and excess profits taxes imposed 
upon the corporation for the taxable year, tax the stockholders 
or members of such corporation upon their distributive shares 
of the net income of the corporation for the taxable year in the 
same manner as in the case of members of a partnership. 

Section 220(e) of the Revenue Act of 1926 read in part as 
follows: 

The tax imposed by subdivision (a) of this section shall not apply in respect 
of any taxable year if all the shareholders of the corporation include (at the 
time of fding their returns) in their gross income their entire distributive 
share, whether distributed or not, of the net income of the corporation for 
such year. . . . 

Section 102(d) of the Revenue Act of 1934 changed the pro- 
visions of the Revenue Act of 1926 to read “adjusted net in- 
come” in lieu of “net income.” 

Adjusted net income was defined in the Revenue Act of 
1934 as the net income computed without deducting for divi- 
dends received from domestic and certain foreign corporations, 
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but -the net income was diminished by the amount of dividends 
paid during the taxable year. 

In addition to the reporting of the pro rata shares by the 
shareholders the Revenue Act of 1936 imposed a further con- 
dition: that 90 per cent or more of such retained net income 
be included in the gross income of shareholders other than 
corporations. 

The Revenue Act of 1938 eliminated the option of payment 
of surtax on pro rata shares by the individual stockholders. 

The Internal Revenue Code was adopted in 1939, and the 
provisions of Section 102, as contained in the Revenue Act of 
1938, were continued in the Code, and only minor amend- 
ments and changes in rates have been made since the Code’s 
adoption. 

Presumption 

Section 102(b) provides that the fact that any corporation is 
a mere holding or investment company shall be prima facie 
evidence of a purpose to avoid surtaxes upon shareholders. 
Section 102(c) provides that the fact that the earnings or profits 
of a corporation are permitted to accumulate beyond the rea- 
sonable needs of the business shall be determinative of the 
purpose to avoid surtax upon shareholders unless the corpora- 
tion, by the clear preponderance of the evidence, shall prove 
to the contrary. 

Section 29.102-2 of Regulations 111 reads in part as follows: 

If the Commissioner determines that the corporation was formed or 
availed of for the purpose of avoiding the individual surtax through the 
medium of pennitting earnings or profits to accumulate, and the taxpayer 
contests such determination of fact by litigation, the burden of proving the 
determination wrong by a preponderance of evidence, together with the 
corresponding burden of first going forward with evidence, is on the tax- 
payer under principles applicable to income tax cases generally, and this is 
so even though the corporation is not a mere holding or investment company 
and does not have an unreasonable accumulation of earnings or profits. 
However, if the corporation is a mere holding or investment company, then 
the Internal Revenue Code gives further weight to the presumption of cor- 
rectness already arising from the Commissioner’s determination by expressly 
providing an additional presumption of the existence of a purpose to avoid 
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surtax upon shareholders, while if earnings or profits are permitted to ac- 
cumulate beyond the reasonable needs of the business, then the Code adds 
still more weight to the Commissioner’s determination by providing that 
irrespective of whether or not the corporation is a mere holding or invest- 
ment company, the existence of such an accumulation is determinative of 
the purpose to avoid surtax upon shareholders unless the taxpayer proves 
the contrary by such a clear preponderance of all the evidence that the 
absence of such a purpose is unmistakable. 

Section 102(c) appeared first in, the Revenue Act of 1938 at 
the time of the repeal of the undistributed profits tax, and has 
been continued in the Internal Revenue Code. The Senate 
Finance Committee in its report on the Revenue Act of 1938 
made the following comment on Section 102(c): 

This subsection of the bill provides that the fact that the earnings or 
profits are accumulated beyond the reasonable needs of the business shall 
be determinative of the purpose to avoid surtax on shareholders unless the 
corporation by the clear preponderance of the evidence shall prove to the 
contrary. Under existing law, an unreasonable accumulation is only prima 
facie evidence of the purpose to avoid a surtax upon shareholders. Conse- 
quently, it has been argued that the only effect of an unreasonable accumu- 
lation is to shift to the taxpayer the burden of going forward with the evi- 
dence relating to purpose. Under the amendment, however, it is clear that 
an unreasonable accumulation puts upon the taxpayer the burden of prov- 
ing by the clear preponderance of all the evidence submitted that it did not 
have the purpose of avoidance. 

In United Business Corporation of America v. Commissioner 
of Internal Revenue Judge Hand, speaking for the Circuit 
Court in regard to the presumption contained in Section 220 
of the Revenue Act of 1921 (now 102) made this comment: 

A statute which stands on the footing of the participant’s state of mind 
may need the support of presumption, indeed be practically unenforceable 
without it, but the test remains the state of mind itself, and the presumption 
does no more than make the taxpayer show his hand. 

In the Bureau’s Enforcement of Section 102 
What Facts are Considered? 

The problem of enforcement of Section 102 during the years 
1936 and 1937 was reduced by reason of the surtax on undis- 


62 F. (2d) 754, cert, den., 290 U.S. 635. 
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tributed profits imposed by Section 14 of the 1956 Act (which 
imposed a tax on corporate profits not distributed to stock- 
holders in the form of taxable dividends) and, further, by 
reason of the imposition of the excess profits tax during the 
years 1940 to 1945, both inclusive. 

The following are excerpts from the Commissioner’s state- 
ment to the press on December 15, 1934: 

No operating corporation accumulating surpluses and using the same in 
the business in which it is engaged should be apprehensive. As an illustra- 
tion, a manufacturing company in good faith setting up surpluses for acquir- 
ing material, offsetting a fluctuation in wage scale, carrying the proper 
amount to offset accounts receivable, or accumulating a reasonable reserve 
to pay present indebtedness would not be taxed under Section 102. It would 
be a different matter, however, if it accumulates these surpluses to purchase 
stocks, bonds, and securities of other corporations. For example, a corpora- 
tion in the soap manufacturing business, using the earnings to accj[uire a 
large block of bonds and securities, and with large surpluses already accumu- 
lated, should not be allowed to escape tax under this section if the additional 
surplus was for the purpose of expanding the business into another field, as 
for instance the grocery business. Nor should an automobile business be 
allowed to build up large surpluses for the purpose of acquiring railroad or 
mining properties simply because it ships its products over railroads and 
uses the output of mines in the manufacture of its products. 

The Treasury Department Press Service release dated De- 
cember 17, 1934, contains a statement made to the press on 
December 13, 1934, by Robert H. Jackson, Assistant General 
Counsel for the Bureau of Internal Revenue (now a member 
of the United States Supreme Court), relative to the policy of 
the Bureau in applying Section 102, 1934 Act, and 104, 1932 
Act, to business corporations other than holding or investment 
companies. Mr. Jackson states in part as follows: 

Executives are also inquiring what the Treasury wflll regard as reasonable 
needs of the business in measuring corporate surplus. Congress did not lay 
down in advance a definite rule applicable to all cases and the Bureau of 
Internal Revenue is unable to do so. . . . 

Among other things the Bureau will consider the hazards of that business, 
its normal rate of expansion, any contingency against which reserves ought 
to be set up, any unemployment insurance or employee benefits that require 
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reserves, whether the surplus is actively used in the business of the corpora- 
tion or is invested in lines of business foreign to its own, together with any 
other facts which the particular corporation desires the Bureau to consider, 
with the assurance that while the Bureau intends to apply the Acts just as 
they were written it has no purpose by interpretation to extend them be- 
yond the intent of Congress. We believe that few executives will have diffi- 
culty in determining whether their surplus is a reasonable business surplus 
or whether it is withheld from stockholders for other reasons. 

On July 26, 1939, the Commissioner of Internal Revenue 
issued Treasury Decision 4914, which, as amended on August 
12, 1944, by Treasury Decision 5398, provides in part as 
follows: 

Revenue agents are required to make a specific recommendation as to the 
application or non-application of Section 102 in the following instances: 

(1) Corporations which have not distributed at least 70% of their earnings 
as taxable dividends. 

(2) Corporations which have invested earnings in securities or other prop- 
erties unrelated to their normal business activities. 

(3) Corporations which have advanced sums to officers or shareholders in 
the form of loans out of undistributed pi'ofits or surplus from which 
taxable dividends might have been declared. 

(4) Corporations, a majority of whose stock is held by a family group or 
other small group of individuals, or by a trust or trusts for the benefit 
of such groups. 

(5) Corporations the distributions of which, while exceeding 70% of 
their earnings, appear to be inadequate when considered in connec- 
tion with the nature of the business or the financial position of the cor- 
poration or corporations with accumulations of cash or other quick 
assets which appear to be beyond the reasonable needs of the business. 

Cases Decided by the Courts in Favor of the Taxpayer 

Accumulations Held to be Reasonable 

A review of the decisions of the courts reveals that, in twenty 
cases in which the taxpayer prevailed, the facts were similar in 
that the stock of the corporation was closely held, and that the 
taxpayer claimed that the earnings were not accumulated be- 
yond the reasonable needs of the business, but were accumu- 
lated in some cases for the expansion of the business and in 
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Others for both expansion of the business and to finance addi- 
tional facilities. 2 

In Universal Steel Company, supra, petitioner contended 
that it had need for additional equipment which would cost 
from 175,000 to $100,000. The Commissioner contended that 
no steps toward securing this equipment had been taken. The 
Court found the petitioner had shown it was seriously handi- 
capped by lack of equipment, that it had taken steps to secure 
priorities but that the War Production Board had refused to 
grant the necessary priorities. The Tax Court held for peti- 
tioner. 

In Walkup Drayage and Warehouse Company, supra, the 
Commissioner contended that petitioner could have borrowed 
money to pay a dividend and that there is nothing unusual 
about a corporation borrowing cash from a bank for use in 
the making of a dividend distribution, and then borrowing- 
further for the needs of the business. The Court pointed out 
that the statute in question was not intended to force the dis- 
tribution of earnings and profits necessary for the proper op- 
eration of the business, but was intended only to prevent the 
accumulation of earnings and profits for the purpose of avoid- 
ing the imposition of surtax upon the shareholders. The Tax 
Court held for petitioner. 


'^Industrial Bankers Securities Corp., 104 F. (2d) 177. 

Dill Manufacturing Co., 39 B.T.A. 1023 (non-acquiesced in by Comm.). 
California Motor 'Transport Co., Ltd., T.C. Memo. Dec. CCH 13,154-M. 
Bosch Brewing Co., T.C. Memo. Dec. CCH 12,592-M. 

Howard Flint Ink Co., T.C. Memo. Dec. CCH 12,591-B. 

L. R. Teeple Co., 47 B.T.A. 270. 

Dietze and Co., Inc., T.C. Memo. Dec. CCH 12,892-A. 

General Smelting Co., 4 T.C. 313. 

Wean Engineering Co., Inc., T.C. Memo. Dec. CCH 13,394-M. 

S 7 nokeless Fuel Co., T.C. Memo. Dec. CCH 13,499-M. 

T. Smith and Sans, Inc., T.C. Memo. Dec. CCH 13,474-M. 

Lane Drug Co., T.C. Memo. Dec. CCH 13,895-M. 

Baker and Co., Inc., T.C. Memo. Dec. CCH 13,518-M. 

Walkup Drayage and Warehouse Co., T.C. Memo. Dec. CCH i4,656-M. 
Universal Steel Co., 5 T.C. 627. 

Syracuse Stamping Co., T.C. Memo. Dec. CCH i4,48g-M'. 

Gus Blass Co., T.C. 15. 

Linn Clothing Co., T.C. 1181. 

William C. Atwater & Co., Inc., 10 T.C. 1948. 

J. L. Goodman Furniture Co., 11 T.C. 1948. 
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The Commissioner made the same contention in the case of 
General Smelting Company, supra, and the Tax Court reached 
the same conclusion. 

In Lane Drug Company, supra, the Commissioner urged that 
if petitioner had distributed its net income, its principal share- 
holder, who owned 70 per cent of the stock, would have paid 
a tax of $43,301.65 instead of 18,358.24. The Court pointed out 
that this fact doubtless justified the respondent in closely scru- 
tinizing the petitioner’s activities. It does not, however, per se, 
establish the prohibited purpose. It is but an evidentiary fact 
to be weighed and we do not overlook its significance. 

The Court stated that as an operating company petitioner 
had the right to legitimate expansion, sufficient storage facili- 
ties, an inventory reasonably adequate to meet its increasing 
volume of business, and to maintain its credit, that the record 
disclosed no evidence of excessive inventories, no loans to any 
officer or stockholder, no investment in stock or bonds of other 
corporations, and no intent to expand its collateral or unrelated 
lines of business, nor to unreasonably expand within its own 
field. Under these circumstances the Court was reluctant to 
substitute its judgment for that of the directors who are legally 
charged with the duty of weighing and deciding this important 
economic question. The Tax Court held for petitioner. 

In Lion Clothing Company, supra, the Court made the fol- 
lowing comment: 

We do not think it can be said that the taxpayer’s earnings were accumu- 
lated beyond the reasonable needs of the business where it is shown that the 
purpose of their accumulation is to retire mortgage indebtedness, to make 
improvements which will add to the convenience and efficiency of opera- 
tions of the business, to expand operations by purchasing the interest of con- 
cessionaires, to accumulate some cash reserves as a bulwark against future 
depressions and to meet unknown risks of the war and postwar periods. 

In the case of Gus Blass Company, supra, a rather unique 
situation was presented. Petitioner claimed that the accumula- 
tions for its fiscal year ended January 31, 1941, were necessary 
to finance the construction of a new building at a cost of I750,- 
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ooo, the plans for which were somewhat indefinite. The Tax 
Court pointed out that even if the plans were definite the 
petitioner had accumulated from past earnings federal, state, 
and municipal bonds and corporate stocks aggTegating $1,102,- 
980.07, which was not necessary in the operation of its depart- 
ment store, that it still could have distributed the earnings of 
the fiscal year ended January 31, 1941, without lessening its 
ability to finance a $750,000 project. 

The Tax Court found that the evidence in its opinion war- 
ranted the conclusion that the petitioner in the fiscal year 
ended January 31, 1941, had permitted its earnings and profits 
to accumulate beyond the reasonable needs of the business, 
which established the presumption under Section 102(c) that 
it was the purpose of petitioner to avoid surtax upon its stock- 
holders for the year ended January 31, 1941. But the Court 
stated that this presumption can, under further provisions of 
Section 102(c), be overcome by a clear preponderance of the 
evidence to the contrary. 

The petitioner’s directors, at a meeting in January, 1941, 
decided to revert to the former policy of postponing the pay- 
ment of dividends until after the receipt of the auditor’s final 
report as to its earnings for the fiscal year ended January 31, 
1941. Petitioner’s earnings, after taxes, for its fiscal year ended 
January 31, 1941, were $240,134.70. On March 12, 1941, after 
the close of the fiscal year ended January 31, 1941, and after 
receipt of the auditor’s report, the petitioner declared a divi- 
dend of $239,690 which was paid on April 20, 1941; and after 
the next fiscal year ended January 31, 1942, petitioner de- 
clared on March 12, 1942, and paid on June 10, 1942, a divi- 
dend of $239,690, Petitioner’s net profit after taxes for the 
fiscal year ended January 31, 1942, was $252,175.33. The record 
showed that 94 per cent of the dividend paid on April 20, 1941, 
was paid to shareholders who filed their returns on the 
calendar year basis and reported their dividends so received 
in 1941. 

The Court held that petitioner had overcome the presump- 
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tion of Section 102(c) and that petitioner was not availed of in 
the fiscal year ended January 31, 1941, for the purpose pro- 
scribed by Section 102(a). 

Accumulations Held to he Unreasonable 

It appears that in fifteen cases the courts decided that the 
petitioners had unreasonably accumulated their earnings and, 
as a consequence, were liable for the tax under Section 102. In 
some of these cases the taxpayers had made loans to stockhold- 
ers; had made investments in unrelated businesses; accumula- 
tions were made for contingencies which the court held were 
too remote; the taxpayer voluntarily used accumulated earn- 
ings to purchase all its outstanding preferred stock.^ 

In J. M. Perry and Company^ Inc., supra, petitioner con- 
tended that it required some $250,000 for working capital and 
financing growers who were its customers. The evidence dis- 
closed that contemplated alterations and repairs were not made 
and the total amount used in financing growers in 1935 and 
1936 was $35,000. Petitioner made various investments not re- 
lated to its business, purchased mining stock which it sold at 
a profit of $47,995.29, purchased forty-nine residential lots and 
started constructing houses thereon at a cost of from $4,000 to 
$5,000 each, and purchased a bank building which was sold to 
its principal stockholder at cost — the sale price was not paid 
but carried as accounts receivable on petitioner’s books. It made 
various loans to individuals not connected with its business 


3 National Grocery Co., 304 U.S. 28a, rehear, denied, 305 U.S. 669. 

,7. M. Perry & Co., T.C. Memo, aff^d, 120 F. (ad) 123. 

Wilkerson Daily Corporation, 42 B.T.A., aff'd, 125 F. (2d) 998. 

United Block Co., Inc., T.C. Memo., aff’d, 123 F. (ad) 704, cert, denied. 

Gibbs If Cox, Inc., T.C. Memo., aff’d, 147 (2d) 60. 

Becton, Dickinson if Co., T.C. Memo., aff’d, 134 F. (2d) 354. 

World Publishing Co., a corporation 72 F. Supp. 886, aff’d, 10th Circuit 7-15-48. 
Whitney Chain & Mfg. Co., 3 T.C. 1109, aff’d, 149 F. (2d) 936. 

John F. Boyle Co., T.C. Memo. Dec. CCH 14,313-M. 

Albert L. Allen Co., Inc., T.C. Memo. CCH 14.261-M. 

Christman Veneer if Lumber Co., T.C. Memo. CCH 14,570-M. 

Semagraph Co., T.C. Memo., aff’d, 152 F. (2d) 62. 

Southland Industries, Inc., T.C. Memo. CCH 15,467-M. 

Colonial Amusement Corp., T.C. Memo. CCH 16,545-M. 

McCutchin Drilling Co. \. Comm., 143 F- (ad) 480. 
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aggregating 1 100,000, and loaned to Perry, its principal stock- 
holder, 130,000. The Board found that petitioner was liable for 
the additional tax and the Circuit Court sustained this decision. 

In Wilkerson Daily Corporation, Ltd., supra, Wilkerson 
testified that the purpose of permitting petitioner’s gains and 
profits to accumulate instead of being divided or distributed 
was to enable petitioner to expand its corporate business and to 
provide a reserve for certain contingencies. The Board did not 
credit this testimony. Instead, the Board noted that the ex- 
pansion plans testified to by Wilkerson were never carried out, 
and that the failure to carry them out was not satisfactorily 
explained. To the Board, moreover, the purpose mentioned by 
Wilkerson seemed inconsistent with petitioner’s action in mak- 
ing loans to Wilkerson in the sum of $69,929.54 in the fiscal 
year ended July 31, 1936. The Board’s decision was affirmed 
by the Circuit Court. 

In Becton, Dickinson ir Company, supra, the petitioner’s 
minutes disclosed that its president was directed to investigate 
and report on the cost of a contemplated addition. The presi- 
dent testified that five months after the close of the taxable 
year he began the investigation. The Board, in sustaining the 
Commissioner’s proposed deficiency, said: 

All other evidence is subsequent to this time and none of it actually con- 
vinces us that petitioner ever had in the taxable year any fixed intention of 
building the “contemplated” addition. . . . We do not believe that a mere 
nebulous intention to expand the plant, which is the most the evidence here 
shows, is sufficient to sustain petitioner’s contentions in this proceeding. We 
also believe that even if the “contemplated” addition had been made all, or 
at least most, of the earnings could have been distributed without jeopardy 
to petitioner’s financial position. 

In Whitney Chain Manufacturing Company, supra, the peti- 
tioner retained $70,000 of its 1939 earnings for future expendi- 
tures. During 1939 to 1942 petitioner expended $585,000 for 
additional facilities and conversion to war production. The Tax 
Court pointed out that petitioner might have distributed the 
$70,000 either (1) by declaring a cash dividend conditioned 
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upon the shareholders applying the sums received in reduction 
of their indebtedness; or (2) by declaring a dividend in kind, 
payable by the cancellation of the debt of the shareholders to 
the extent of the retained earnings. A third possibility was the 
declaration of a dividend to the extent of the retained earnings, 
payable in stock of Hanson- Whitney Machine Company in 
which petitioner held stock carried on its books at a figure 
of 1380,000, and for which there was no ready market in 1939. 
Any one of the three methods would have distributed the earn- 
ings without reducing the quick assets available for use in the 
corporation’s business. 

In Albert L. Allen Company, supra, the Tax Court held 
that petitioner was not justified in retaining its earnings be- 
cause it feared its principal source of insurance business would 
be lost by reason of proposed changes in the Pennsylvania 
Workmen’s Compensation Act. 

In World Publishing Company, supra, the facts as to the 
estimated costs of the expansion are somewhat vague, but one 
estimate for the new buildings was 1635,000 and for the press 
and accessory equipment 1300,000, of which another taxpayer 
was to pay one-half of the cost of the press. The accumulations 
challenged were for 1942 and 1943. The contract for the press 
and the down payment were made in 1945. 

The District Court held the plaintiff could not have used the 
accumulation for its planned expansion during 1942, 1943, or 
within a reasonable time thereafter, and as there was adequate 
surplus previously accumulated to meet all reasonable de- 
mands, the plaintiff had failed to overcome by a preponderance 
of the evidence the finding of the Commissioner and the tax 
must stand. 

The Tenth Circuit on July 15, 1948, sustained the District 
Court. Judge Phillips wrote a dissenting opinion. He pointed 
out that the plaintiff at the end of 1942 had quick assets, con- 
sisting of stock, cash, and bonds of $631,252.57, and current 
liabilities of $67,600,78, leaving an excess of $563,651.79 of 
quick assets over current liabilities; and at the end of 1943 
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the quick assets were 1859,099.53 and current liabilities $187,- 
837.93, leaving an excess of $671,261.60 of quick assets over 
current liabilities. He further pointed out that had plaintiff 
distributed in 1942 the $80,430.59, held by the Commissioner 
to be taxable under Section 102, it would have had $483,22 1.20, 
or less than the then grossly inadequate estimate of the cost of 
the new building and the new press and accessory equipment, 
leaving no liquid funds for working capital; and with the addi- 
tion of $70,997.44 at the end of 1943 the amount was still be- 
low the cost of the building and equipment even if the other 
taxpayer should pay half the cost of the new press and accessory 
equipment. Judge Phillips stated that the lower court erred in 
giving consideration to earned surplus, and that the cost of the 
new building and equipment would have to be paid out of 
quick assets, not out of earned surplus. 

In McCulchin Drilling Company v. Commissioner, supra, 
the Circuit Court made this comment: 

Petitioner argues that it was entitled to adequate working capital both to 
finance its current operations and to provide for anticipated expansion. It 
says that shallow well drilling in which it was engaged had become less 
attractive because of the decreased returns and that it planned to enter the 
deep well drilling business which offered very attractive returns, that such 
drilling required the purchase of expensive machinery, and that at least 
.f 100,000 to 1150,000 in cash, as found by the Tax Court, w^as needed to 
operate economically. 

The argument is not persuasive for the reason (1) that no deep wells were 
drilled or contracted for by it during the fiscal year ended September 30, 
1941; (a) that it declared a stock dividend of 1125,000 and a cash dividend of 
.fas, 000 during the fiscal year notwithstanding that its earnings were less 
than 14,500; and (3) that it financed without extra charge throughout its 
fiscal year McCutchin’s purchase of supplies and the drilling of his wells. 
The statute, we think, contemplates immediate need associated with business 
in hand, apparently absent under the facts of this case. 

Publicly-Owned Operating Companies 

The thirty-five foregoing cases were all closely held operating 
companies. Two cases ^ involving a publicly-owned operating 

4 Trico Products Corp., 46 B.T.A. 346, 137 F. (2d) 424, cert, den., 320 U.S. 799. 
Trico Products Corp. v. McGowan, 67 F. Supp. 311, aff’d, Circ. Ct. (July, 1948). 
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company were decided in favor of the government. One was 
decided by the Board of Tax Appeals, the other by the District 
Court; and both were affirmed by the Circuit Court. The case 
tried before the Tax Court involved the years 1934 and 1935, 
and the one tried before the District Court involved the years 
1936 and 1937. The facts in both cases, except for a variation in 
the figures, were the same. 

Petitioner’s business was the manufacture and sale of auto- 
matic windshield wipers. In 1928 it had from 1,200 to 1,500 
stockholders, and in 1935 approximately 2,200 stockholders. In 
1927 the corporation was recapitalized with 675,000 shares of 
common stock without par value. The bankers purchased 175,- 
000 shares and twenty-one stockholders 50,000 shares, all classed 
as free shares. The balance of 450,000 shares was purchased by 
the twenty-one stockholders and was not to share in dividends 
until after the 225,000 free shares had received $2.50 per share 
in any one year. The restricted shares might be released from 
time to time in accordance with a formula which required an 
increasing amount of annual earnings per share where the last 
share to be released would require annual earnings of $9.00 
per share on all its stock, or a total of $6,075,000. 

Petitioner stated that its principal reason for retention of 
earnings was to build up an invested capital which, by increas- 
ing total earnings, would enable the controlling stockholders 
to release a larger amount of stock from the restrictions placed 
on it by the bankers. 

The Board of Tax Appeals said: 

This may have been a natural course for the majority to cause the corpora- 
tion to adopt for their own private ends, but it had nothing to do with 
needs of the business, and in fact to the extent that it benefited the control- 
ling stockholders there was a corresponding detriment to the remainder. . . , 

Although it was repeatedly asserted that the benefit of the stockholders, 
from the standpoint of saving taxes, was never discussed or referred to as an 
element either in the original plan of recapitalization or in the policy 
adopted by the company of limiting its dividends to the minimum preferred 
amount, the pecuniary weight of the tax savings was so oveiivhelmingiy 
greater than the benefit derived by the majority stockholders from the re- 



INCOME TAX ADMINISTRATION 


160 

lease of shares that it is difficult to believe that it was only the latter and 
never the former to which they allowed their purposes to stray. . . . 

The Circuit Court, when reviewing the Board’s decision, 
called attention to the fact that petitioner had invested in 
operating assets from $5,229,805.72 in 1929 to $7,271,086.05 
in 1935, and had increased its investments in securities from 
$1,097,571.40 to $6,859,067.96 during these years. Its invest- 
ments in United States, state, and municipal bonds and stocks 
and other investments in 1936 aggregated $9,036,743.27; in 
1937, $10,192,815.47; and in 1941, $18,949,883.88. The Circuit 
Court said: 

It was apparent that the building up of this security investment instead 
of the distribution in dividends of a substantial part of the funds so used 
did prevent the imposition of surtaxes in the years in question upon at least 
some of the stockholders of petitioner. 

Constitutionality 

Provisions in prior laws comparable to the present provisions 
of Section 102 have been upheld as constitutional.® 

Suggested Changes in Section 102 
The Special Study Committee of the Committee on Ways 
and Means, United States House of Representatives (Magill 
Committee) recommended, under date of November 3, 1947, 
that Section 102 of the Internal Revenue Code be amended in 
the following particulars: 

S Keck Investment Co. v. Comm., 77 F. (2d) 242, cert, den., 296 U.S. 633. 
Helvering v. National Grocery Co., 304 U.S. 282, rehear., den., 305 U.S. 66g. 
Almours Securities, Inc. v. Comm., 91 F. (2d) 427. cert, den., 302 U.S. 765. 

B & L Investment Co. v. Comm., 33 B.T.A. 857, aff’d, 84 F. (2d) 721, cert, den., 
299 U.S. 588. 

William C. DeMille Products, Inc., 30 B.T.A, 827. 

R. L. Blaffer v. Comm., 103 F. (2d) 487, cert, den,, 308 U.S. 576, rehear., den., 
308 U.S. 635. 

A. D. Saenger Inc. v. Comm., 33 B.T.A. 135, revised on other grounds 84 F. 
(2d) 23, cert, den., 299 U.S. 577. 

/iros. Co. v. McGowan, 32 F. Supp. 93, aff’d, 113 F. (2d) 489, cert, den., 

Williams Irivest 7 nent Co. v. U.S., 3 F. Supp. 225. 

United Business Corporation of America v. Comm., supra. 
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(i) The Commissionei' should have the burden of proof that profits have 
been unreasonably accumulated. 

(a) The tax should apply only to that part of the undistributed Section 
loa net income which is unreasonably accumulated. 

(3) Dividends paid within 75 days after the close of its taxable year may, 
at the taxpayer’s election, be deducted in computing Section loa net 
income for such year. 

Section 125 of H.R. 6712, which passed the House of Repre- 
sentatives of the federal Congress in 1948 but was not reached 
by the Senate before the adjournment of the Eightieth Con- 
gress, amended Section 102 to provide that in any case in 
which the Commissioner proposes to determine a deficiency in 
respect to this type of additional tax, he may, prior to the 
mailing of a notice of deficiency, give the taxpayer notice by 
registered mail of an opportunity to file with the Commissioner 
a statement of the grounds on which the taxpayer relies as 
establishing that the earnings or profits of the corporation have 
not been accumulated beyond the reasonable needs of the 
business; that if a statement of such grounds with supporting 
facts is filed with the Commissioner within thirty days, the 
burden of proof with respect to the issue as to whether earnings 
or profits have been permitted to accumulate beyond the rea- 
sonable needs of the taxpayer shall be upon the Commissioner, 
provided the taxpayer files a petition with the Tax Court of the 
United States and the taxpayer in such proceedings does not 
rely upon any grounds with respect to such issue other than 
those presented the Commissioner in his statement. 

The amendment further provides that if the Commissioner 
mails a notice of deficiency for such additional tax without 
giving the taxpayer an opportunity to file such statement, the 
Commissioner shall have the burden of proof in any proceed- 
ings before the Tax Court of the United States with respect 
to such issue. 

The amendment also excludes long-term capital gains from 
Section 102 net income; and provides that dividends paid 
within seventy-five days after the close of the taxable year may, 
with certain limitations, at the election of the taxpayer, be 
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deducted in computing Section 102 net income for the prior 
taxable year. 

It is contended by some that if this amendment is enacted it 
would cripple the enforcement of Section 102. In other words, 
if the taxpayer fded the notice, as above provided, the Com- 
missioner would be unable to prove that the earnings or profits 
had been permitted to accumulate beyond the reasonable needs 
of the business. 

Unless the Commissioner is able to prove that the earnings 
have been permitted to accumulate beyond the reasonable 
needs of the business, a fair question to ask is: Why should the 
taxpayer be subjected to this additional tax? The Commissioner 
should have no difficulty in sustaining this burden in cases of 
accumulations by closely held operating companies where the 
records show that the principal stockholders borrowed large 
sums from the corporation or that the corporation invested 
large sums in securities that bore no relation to the business 
of the corporation. 

The Trico Products Corporation case, supra, was tried and 
decided under the Revenue Acts of 1934 and 1936 and before 
the enactment of subsection (c) of Section 102, which provided, 
in substance, that the fact that the earnings or profits of a cor- 
poration are permitted to accumulate beyond the reasonable 
needs of the business shall be determinative of the purpose to 
avoid surtax upon shareholders, unless the corporation by the 
clear preponderance of the evidence shall prove to the contrary. 

The Revenue Acts of both 1934 and 1936 provided that the 
fact that the earnings or profits of a corporation were permitted 
to accumulate beyond the reasonable needs of the business 
shall be prima facie evidence of a purpose to avoid surtax upon 
the shareholders. 


Form 1120 FOR 1946 

Form 1120 for the year 1946 contained question number 8 
on page 3, which read as follows: 
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If the total of line 1 of Schedule M, page 4 , is less than 70 per centum of the 
earnings and profits for the taxable year, state reasons for retention of such 
earnings and profits. 


On December 5, 1947, George J. Schoeneman, Commissioner 
of Internal Revenue, made a statement of administrative policy 
with regard to Section 102 of the Internal Revenue Code, 
which reads in part as follows: 

.... Section 102, or a substantially equivalent provision, has been in the 
income tax law since the modern income tax tvas adopted in 1913. It never 
has been and is not now the policy of the Bureau of Internal Revenue to 
apply this provision to any corporation unless it is withholding from its 
stockholders surplus earnings clearly in excess of the reasonable needs of the 
business and for the purpose of enabling stockholders to avoid personal 
income taxes. In determining whether surplus is retained for business pur- 
poses, it is our unvarying policy to give due consideration to the judgment 
of the corporation’s own management as to tvhat sums are needed for work- 
ing capital, expansion of facilities, sinking fund for debt retirement, con- 
tingency funds to cover employee benefits, and similar bona fide business 
and legal needs. In all questionable cases, it is our policy to give the corpora- 
tion’s management an opportunity to explain the purpose of its surplus 
retentions before applying Section 102. We believe the administrative 
record of the past 35 years provides ample assurance that Section 102 has not 
been, and is not being, applied so as to affect adversely the bona fide opera- 
tions or conduct of any business. 

To some extent, misunderstanding appears to have arisen because the 
1946 corporate tax return asked corporations to state whether they had 
distributed at least 70 per cent of their earnings to stockholders. This ques- 
tion has been deleted for the 1947 return. 

Cases Decided by the Courts Since 1913 
In Which the Additional Tax Was in Dispute 

The statistics of income published by the Treasury Depart- 
ment do not show separately the amount of the additional tax 
collected under Section 102 or prior statutes. There are eighty- 
nine cases cited in USCA and Commerce Clearing House 
Standard Federal Tax Reports which have been decided by the 
courts in which this question was involved. An analysis of these 
cases discloses some rather interesting facts. 

During this same period all corporations reported net in- 
comes of 1163,645 billion and paid federal income and excess 



164 INCOME TAX ADMINISTRATION 


Cases Decided Singe 1913 



Decision 

Taxes 


For 

Commissioner 

Against 

Commissioner 

in 

Dispute 

Holding companie.s 

Holding companies 

17 

0 

$10,852,107.67 

0 

Closely held operating 

companies 

28 


1,707,078.46 

Closely held operating 

companies 


42 

4,086,696.75 

Publicly-owned operating 

companies 

Publicly-owned operating 

companies 

2 

0 

3,161,540.92* 

0 

Total 

47 

42 

$19,807,423.80 


* These two cases are Trim Products Corporation, supra. 


profits taxes of 171,332 billion and net cash dividends of $98,- 
195 billion, which was $5,882 billion in excess of earnings. 

Corporate Income, Taxes and Dividends 
All Reporting Corporations 


Calendar Years 1920-1944 
(In Millions of Dollars) 


Year 

Income 
Before Federal 
Income 
Taxes* 

Federal 
Income and 
Excess Profits 
Taxes 

Net 

Income 

After 

Taxes 

Net 

Cash 

Dividends 

Net 

Income 

Retained 

1920-1929 

$ 61,375 

$10,839 

$50,536 

$39,697 

$10,839 

1930-1939 

7,894 

7,710 

184 

36,687 

36,503 

(deficit) 

1940-1944 

94,3761 

52,783 

41,593 

21,811 

19,782 

Total 

$163,645 

$71,332 

$92,313 

$98,195 

$5,882 

(deficit) 


* Income excluding dividends received from domestic corporations and interest on wholly tax exempt 
t Preliminary. 

Source: United States Treasury Department. 

These figures would indicate that corporations as a whole were 
not unreasonably accumulating their earnings; in fact, the 
aggregate dividends paid exceeded the net income after taxes. 
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Of the eighty-nine cases, forty-two cases decided for the tax- 
payer and twenty-eight cases decided for the Commissioner (a 
total of seventy) involved closely held operating companies. 
The seventeen holding company cases were for taxable years 
prior to 1935, and if the Personal Holding Company Acts of 
1935 and 1937 had been in effect at that time most of these 
cases would be eliminated from any consideration under Sec- 
tion 102. Of the 110,852,107.67 collected from holding com- 
panies, 15,010,120.70 was collected from one taxpayer, Chicago 
Stockyards Compajiy^ supra, and $2,061,021.98 from another. 

The above figures do not reflect the amount of additional 
tax, if any, which was paid for subsequent years by the forty-six 
taxpayers in cases in which the decision was for the Commis- 
sioner; the amount of tax paid by agreement between the Com- 
missioner and the taxpayer in other cases; the amount of tax 
paid by stockholders upon dividends received from corpora- 
tions declared by the corporation through fear of the con- 
sequences of Section 102; and the amount of tax paid by 
stockholders by the inclusion of their pro rata shares of the 
corporation’s net income in their returns under prior provi- 
sions of law. 

If we eliminate the amount of tax collected from the seven- 
teen holding companies, the Commissioner has prevailed in 
thirty cases involving operating companies, and the total tax 
yield was $4,868,619.38. Of this sum twenty-eight cases yielded 
the sum of $1,707,078.46, and in these twenty-eight cases the 
largest amount of tax in dispute was $477,322.81. The amounts 
collected seem rather insignificant when it is kept in mind that 
they cover taxable years from 1920 to 1944. 

What ill effect this broad statute has had on the economy of 
the country is anyone’s guess. 

Conclusions 

There appears to be a mistaken idea that Section 102 pro- 
vides two tests: (i) the purpose, and (2) the unreasonable 
accumulation. 
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The Commissioner’s interpretation o£ the Revenue Act o£ 
1918 was that the application o£ Section 220 o£ the statute de- 
pends upon the two elements o£ (1) purpose to escape the sur- 
tax, and (2) unreasonable accumulation of gains and profits.*^ 
This provision was deleted by the regulations issued under the 
Revenue Act of 192 id The present regulations provide that a 
corporation is subject to taxation under Section 102 i£ it is 
formed or availed of for the purpose of preventing the imposi- 
tion of surtax upon, shareholders through the medium of per- 
mitting earnings or profits to accumulate, even though the 
corporation is not a mere holding or investment company and 
does not have an unreasonable accumulation of earnings or 
profits. On the other hand, the fact that a corporation is a 
holding or investment company or has such an accumulation is 
not absolutely conclusive against it if, by clear and convincing 
evidence, the taxpayer satisfies the Commissioner that the cor- 
poration was neither formed or availed of for the purpose of 
avoiding the individual surtax.® 

Under the language of the statute, the forbidden purpose (of 
preventing surtax on shareholders by corporate accumulations) 
is the fulcrum of the tax. If the corporation is formed for the 
forbidden purpose, the tax applies without regard to other con- 
siderations, and under the statutory language would continue 
to apply in every year of the corporate existence in which Sec- 
tion 102 net income could be identified. If the corporation, 
though formed for a proper purpose, is availed of in any tax- 
able year for the forbidden purpose, the tax applies in that 
taxable year. 

Theoretically, the forbidden purpose may exist and the tax 
may consequently be imposed even though the corporation is 
not a mere holding or investment company and even though 
there is no accumulation of earnings or profits beyond the rea- 
sonable needs of the business. In practice, however, such a 


0 Regulation 45, Article 352. 

7 Regulation 62, Article 352. 

8 Regulation 111, Section 29.10-2. 
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situation would arise only in extreme and unusual cases, and 
in the absence of these special circumstances, no occasion for 
the imposition of the tax would ordinarily be found to exist. 
Hence, whatever the theory, the tax in its major applications 
becomes one upon unreasonable accumulations, with the added 
feature that when applied it applies indiscriminately to all 
accumulations in the taxable year, whether reasonable or un- 
reasonable. 

A statute imposing a tax upon purpose and requiring pre- 
sumption upon presumption to implement its enforcement has 
at best a dubious place in the tax structure, A tax evidently 
directed at unreasonable accumulations which also taxes rea- 
sonable accumulations overreaches its purpose. A tax which 
constitutes a continuing threat to reasonable and necessary 
business decisions is apparently in need of repeal or modifica- 
tion. Consideration of the foregoing matters, including the his- 
tory of this enactment in the courts, prompts the question: Is 
Section 102 necessary except for mere holding and investment 
companies? 

In the case of publicly-owned operating companies there are, 
apart from the tax laws, operative factors which effectively 
establish a reasonable balance between earnings and distribu- 
tions. 

On the one hand the directors have reasons for distributing 
the earnings. First, they owe a duty to the stockholders not to 
retain an unreasonable amount of current earnings. Second, in 
this period of scarcity of risk capital, if it becomes necessary to 
raise additional capital through the sale of securities, the cor- 
poration with a good earnings record and a fair and consistent 
dividend policy should have less trouble in securing the neces- 
sary capital, whether raised through the sale of common or 
preferred stocks. 

On the other hand the directors also have reasons, within 
legitimate limits, to withhold distributions for proper business 
purposes. In the discussions preliminary to enactment of the 
Revenue Act of 1917 it was pointed out to the Senate Finance 
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Committee that before income taxes were imposed by the 
United States and before there was any possible tax advantage 
to be gained by the retention of earnings, it was the universal 
custom and practice of corporations to retain a large part of 
their annual earnings for maintenance, betterments, extensions, 
and replacements; and also that it was the experience of the 
business world from the beginning of corporate existence, both 
here and in other countries, that a corporation which made a 
practice of distributing all of its annual earnings was on the 
road to bankruptcy.*^ These observations are still valid. 

In spite of the assurance given by Mr. Schoeneman’s press 
release of December 5, 1947, the directors of many publicly- 
owned operating companies are greatly disturbed over the ad- 
ditional tax that may be imposed upon their companies several 
years after they have decided to retain a part of the companies’ 
earnings for reasons which they believe to be proper. They are 
further disturbed about what personal liability they may incur 
if it is decided that the additional tax is applicable to their 
companies. This fear arises from the event of a suit brought by 
minority stockholders of a company which was involved in one 
of the cases decided in favor of the Commissioner. 1*^ These 
stockholders brought an action against the directors, officers, 
and controlling stockholders, charging that the corporation’s 
accumulations, in excess of .123,000,000 in 1941, were not 
needed in the business of the corporation and had subjected it 
to Section 102 taxes for the years 1934 to 1945, inclusive, in the 
aggregate amount of 19,825,612.54. The action was founded in 
tort and was settled by a stipulation whereby the defendants 
agreed to pay the corporation .12,390,000, and an additional 
dividend was declared. This settlement was approved by the 
New York Supreme Court. 

The courts have decided that the following reasons were 
sufficient for the accumulation of corporate earnings or profits; 

S Mr. Simmons — discussion — Senate (Cong. Rec. Vol. 55). 

Mahler, et al v. Jofm R. Oeschei, et al and Trico Products Gorp. decided 
December is, 1947, Fiie No. 28,4.85, Supreme Court of the State of New York, 
New York County. 



ENFORCEMENT OF SECTION 102 169 

1. To carry additional accounts receivable and inventory. 

2. To retire preferred stock in accordance with its terms, and bonded 
indebtedness. 

3. To construct new buildings and equipment. 

4. To continue and complete a program of expansion. 

5. To provide for losses arising from contingencies foreseeable in the 
future. 

6. Additional working capital. 

Where a corporation has a definite need for the retention of 
current funds a record should be made in its directors’ minutes 
or some other permanent place so that it will be able to demon- 
strate at a later date that earnings were not accumulated for 
some nebulous, vague, and unspecified purpose. If additions 
are to be made to plant and equipment, engineer’s estimates, 
plans, blueprints, and drawings should be maintained as evi- 
dence of the intention to construct such plant or equipment. It 
would seem that records prepared at the time dividends are 
declared or accumulations retained are much more convincing 
than statements prepared at the time the revenue agent casts 
a critical eye on surplus retentions. 

In the case of closely held operating companies the Depart- 
ment looks with suspicion upon large cash reserves, investments 
in securities with no related business purpose, loans to stock- 
holders, etc., and in all such cases the courts sustained the Com- 
missioner’s assertion that the earnings were retained for the 
prohibited purpose. 

The courts have recognized that corporations should be per- 
mitted to grow. In the statement of the Commissioner of In- 
ternal Revenue to the press on December 13, 1934, he made 
the comment that a corporation engaged in one line of manu- 
facturing business should not be allowed to escape the tax 
under this section if its earnings were used to expand in an- 
other field. And the court, in the case of Lane Drug Company, 
supra, made the comment that the record in that case disclosed 
no evidence of excessive inventories, no loans to any officers or 
stockholders, no investments in stock or bonds of other corpora- 
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tions, and no intent to expand its collateral or unrelated lines 
of business nor to unreasonably expand within its own field. 

It is not clear what the court had in mind about expanding 
the corporation’s collateral or unrelated lines or unreasonably 
expanding wdthin its own field. This would inferentially lend 
some support to the Commissioner’s statement of December 13, 
1934. There appears to be no basis for such a holding in the 
statute. 

It would appear that in a free economy a corporation should 
be permitted to engage in any lawful undertaking and not be 
subject to the additional tax under Section 102 if it uses its 
earnings in purchasing a lawful business or expanding into 
unrelated lines. This would not mean that a corporation should 
be permitted to accumulate its earnings for the prohibited pur- 
pose during a period of several years and thereafter use the ac- 
cumulated surplus in purchasing or expanding into an unre- 
lated business, but a corporation with a definite plan of pur- 
chasing or expanding into an unrelated business should be per- 
mitted to retain its earnings and profits for that purpose. 

Congress should amend Section 102 so that it will be applic- 
able only to mere holding or investment companies. If Con- 
gress does not so amend Section 102, the provisions of H.R. 
6712 should be enacted at the earliest possible date, and these 
provisions should be expanded so that the same burden of 
proof is placed upon the Commissioner in cases tried in the 
District Court or the Court of Claims. This amendment should 
also provide that the tax is applicable upon only that part 
of the earnings of the corporation found to be unreasonably 
accumulated. 



CHAPTER XV 


ADMINISTRATION OF EXCESS PROFITS TAX RELIEF 
PROVISIONS 

Henry J. Merry 

Chairman j Excess Profits Tax Council, Bureau of Internal Revenue 

T^HE SUBJECT assigned to me is “The Administration of 
Excess Profits Tax Relief Provisions.” This is a subject 
which concerns only corporations and only the taxable years 
1940 to 1945. The tax liabilities for those years are still under 
consideration in many instances because of the novel and com- 
plex nature of many of the provisions of the excess profits tax 
law, and it probably will be some years before all excess profits 
tax problems have been solved. We are considering, accord- 
ingly, a subject which has current interest even if there is no 
revival of the excess profits tax. 

The relief provisions particularly are of present-day import- 
ance, not merely because of the discussion, of new excess profits 
tax law, but also because their applicability to many situations 
has not yet been decided. There are several relief provisions 
but the most important ones are those referred to as Section 72 1 
and Section 722. These provisions are rather unusual and they 
give rise to inquiries which are outside the customary income 
tax investigations. Most tax controversies involve the question 
of how much income a corporation actually has earned. The 
relief provisions are concerned also with the question of why 
income was or was not earned. 

Sections 721 and 722 have some similarities but they operate 
in opposite ways. The excess profits tax was, briefly, a tax on the 
amount of taxable income which exceeded a credit termed the 
171 
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“excess profits credit.” Section 721 operates to provide relief by 
reducing the amount of taxable income through a process of 
attributing it to some other taxable year on the theory that it 
was earned in the other year. Section 722, on the other hand, 
operates to provide relief by increasing the credit, on the theory 
that the credit does not reflect an adequate standard of normal 
earnings. 

Fundamental Aspects of Excess Profits Tax 
Administration 

Our interest necessarily concerns Section 722 because the ad- 
ministration of that section is the sole function of the Excess 
Profits Tax Council. The administrative problems unique to 
that unit of the Bureau of Internal Revenue arise from the 
essential characteristics of Section 722. Let us consider briefly 
its fundamental aspects. 

The primary objective of the Excess Profits Tax subchapter 
of the Internal Revenue Code, which was enacted in 1940 and 
continued for six years, was to raise large amounts of revenue 
by taxing defense or war profits. The excess profits tax law, 
however, did not use the term “war profits” or any similar ex- 
pression in describing the income to be taxed. The question of 
what constitutes war profits certainly is an imponderable and 
we can be happy that Congress did not use such a term as a 
basis of classification. 

The method which Congress did adopt to achieve the general 
objective was that of taxing all profits in excess of a credit. 
Corporations which were in existence prior to January 1, 1940, 
were permitted a choice of two methods of computing the 
credit. One, termed the “invested capital method,” permitted a 
credit represented by a percentage of invested capital. The 
second, termed the “income method,” was based primarily 
upon the average earnings for the years 1936 to 1939, inclusive. 
Various rules were prescribed in Sections 711 and 713 for de- 
termining the average earnings. The result was called “ABPNI” 
(Average Base Period Net Income). It should be kept in mind 
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that ABPNI is a statutory concept. It may be viewed generally 
as a standard of earnings based upon experience prior\o 1940. 

Section 722 provides that under certain circumstances a dif- 
ferent standard shall be used in place of ABPNI. The Section 
722 standard of earnings likewise is based upon pre-1940 ex- 
perience, although in many instances the experience is con- 
structive rather than actual. It is accordingly related to the in- 
come method as distinguished from the invested capital 
method. The standard of earnings under Section 722 is called 
“normal earnings” or CABPNI (Constructive Average Base 
Period Net Income). These terms are synonymous. 

Sections 711 and 713 contain specific provisions for determin- 
ing ABPNI, and the determination of such amount is similar 
to a regular tax accounting computation. Section 722, however, 
contains only a few provisions indicating how CABPNI should 
be determined, with the result that the determination of such 
amount under 722 involves a selection of methods. The 
CABPNI is described in the statute as a “fair and just amount 
representing normal earnings.” The principal provision indicat- 
ing how such an amount is to be determined is a negative one 
to the effect that no events or conditions occurring or existing 
after December 31, 1939, shall be considered. There are two 
exceptions to this rule but they are of a limited nature. 

Under the general rule, if I may call it that, the determina- 
tion under Section 722 is based upon the actual or constructive 
earnings experience of the taxpayer prior to 1940, and is com- 
puted within the framework of a base period which usually 
consists of the years 1936-1939. This four-year period was re- 
ferred to in a 1942 Senate Committee Report as a period of 
moderate prosperity for business in general. The actual experi- 
ence during the base period is the basis of the computation but 
there is eliminated the effect of those events or conditions 
which are of such an unusual nature that they would cause the 
average experience for such years to be distorted. Likewise, 
there are to be considered changes, prior to 1940, in the char- 
acter of the business, and changes which had a relatively perma- 
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nent effect upon the earning power of the corporation prior 
to 1940. 

The computation of CABPNI, accordingly, involves ascer- 
taining what a corporation would have done under conditions 
which are at least partly, and sometimes entirely, hypothetical. 
This is a new type of analysis for revenue agents as well as for 
most lawyers and accountants. The unique character of the 
problem accounts in large measure for the considerable amount 
of time that must be spent in analyzing cases and for the diver- 
sity of opinion with respect to the methods to be used. It also 
accounts for the large difference between opinions as to the 
amount of relief allowable in specific cases. As time goes on, 
however, these differences seem to be narrowing. It is hoped 
that they eventually will disappear. 

Personnel as Major Administrative Problem 

The major problem presented in the administration of Sec- 
tion 722 is the matter of personnel. Section 722 presents a judg- 
ment question which touches upon at least three professional 
fields — law, accountancy, and economics — and on which there 
is wide difference of opinion even among members of the same 
profession. There are thousands of claims pending which re- 
quire this extensive consideration. So we have the problem of 
developing the mass production of judgment answers on a 
sound and consistent basis. This resolves itself into the obtain- 
ing of personnel, training them, and organizing them. The or- 
ganization problem is essentially the matter of determining the 
number and type of persons who will contribute to the final 
result. The answer to each claim is the product of several per- 
sons wmrking simultaneously or successively. The volume of 
production depends upon the number and calibre of the per- 
sons available and upon the quality of work desired. We are 
not in favor of increasing production by decreasing the quality 
of the work. 

The Council, originally, was composed of fifteen members. 
Now it is being expanded to twenty-five members and a corre- 
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sponding increase is being made in the staff. At the same time, 
final authority and responsibility has been shifted from the full 
membership to an executive committee of five members. This 
means that decisions on policy matters and debatable case de- 
terminations henceforth will be made by a five-man group 
rather than by a fifteen-man group — a change which should 
help to expedite decisions. The reorganization will not change 
the manner in which the Council members hold conferences 
and the procedure in so far as it directly concerns the taxpayers 
will continue without change, at least at this time. 

The reorganization of the Council is being undertaken with 
the hope that the dispositions of claims will be expedited to 
such a degree that 90 per cent of the cases can be finished 
within three years. The final 10 per cent will present a special 
problem in any event and no reasonable estimate can be made 
of the time necessary to complete those cases. With respect to 
the go per cent, however, the organization and capacity of the 
Council is not the only factor which will determine whether 
these cases can be disposed of within three years. Equally im- 
portant, although not frequently considered, is the capacity of 
the claimants and their representatives to complete their share 
of the undertaking within the three-year period. Can each prac- 
titioner complete one-third of his claims during each of the 
next three years? You are in a better position than we are to 
answer that question. 

This three-year objective presents a difficult personnel prob- 
lem for the Bureau, but we are in the process of meeting that 
problem. The other units of the Bureau have been extremely 
cooperative in helping the Council through the transfer or 
loan of valuable personnel. 

Major Questions of Administrative Policy 

The main program, however, presents more than a personnel 
problem. It presents also some major questions of policy. The 
questions which most directly concern practitioners include: 
How much conference time can we afford to give each claim- 
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ant? Should we permit additional information to be submitted 
after a conference has been held? Under what conditions, if 
any, should the Bureau prepare a reconstruction, and, if there 
is a Bureau reconstruction, should negotiations cease as soon 
as it is presented? In all of these matters we have been generous 
with our time in order that there may be no question but that 
each claimant has had full consideration. But the success of 
the three-year program may depend upon the adoption of a 
sterner attitude in the matter of die time allowed a claimant. 

One of the major causes of delay in the disposition of cases 
is the lack of an adequate and proper explanation of the recon- 
struction which formed the basis of an agi'eement in a field 
office. It is the claimant’s burden to provide a sound basis for 
a refund. And the claimant should be certain that the record 
contains a sound explanation of a determination agreed to in 
the field. 

At this point it may be appropriate to say a few words about 
so-called "lump-sum” settlements. We require that each de- 
termination be supported by some mathematical or statistical 
explanation or some accounting reconciliation with actual ex- 
perience of the claimant or its industry. We cannot accept a 
determination which says merely that, on the basis of all facts 
and circumstances, normal earnings is determined to be X 
amount. Such a procedure is not consistent with a sound ad- 
ministration. We have an administrative responsibility and, 
regardless of what the Tax Court may do in an individual case, 
we must have some means of knowing how a determination is 
arrived at, if we are to achieve any reasonable amount of uni- 
formity in the application of Section 722. The Tax Court does 
not have responsibility for supervising the activities of revenue 
agents located in thirty-nine divisions throughout the country. 
The Court has one type of function and we have another. It is 
important that we do not confuse them. 

There is a need for having a rather precise and reconcilable 
basis for a determination under Section 722. If a claimant is 
entitled to some relief, the amount of such relief is not to be 
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dealt with in general and vague terms. Its determination in- 
volves the application of both judgment and sound accounting 
and statistical methods. The result must be reasonable and also 
it must be arrived at by some sound method clearly explained. 

In some instances, where the reconstructions submitted by 
claimants were unacceptable in amount or method, we have 
developed reconstructions. Sometimes these have provided re- 
lief and at other times they have not. In either event, we have 
endeavored to explain our determination to the claimant. This 
has been appreciated, I believe, but the three-year prognam 
may force us to reduce the time which we can spend in such 
explanations. We have spent considerable time in trying to con- 
vince claimants that our conclusions are proper in an effort to 
obtain a signed agTeement from the taxpayer. 

All these considerations seem to lead to the question of 
whether we may be forced to adopt some method of unilateral 
determination. By that, I mean, we should determine what we 
believe is a fair and just answer, use reasonable efforts to con- 
vince the claimant that our conclusions are fair and just, and 
then close the case on that basis, whether or not the claimant 
agrees with our determination. 

This method would leave with the claimant the question of 
whether he should ask the Tax Court for a greater amount of 
relief. We do not like this method because there is a period of 
uncertainty after the case leaves the Council, but we may be 
forced to adopt it in order to prevent negotiations from being 
drawn out indefinitely. There is a serious doubt in my mind 
whether any organization, whatever its nature and size, can 
finish this task within three years without frequent use of uni- 
lateral determinations. In each case, the time will come when 
someone must have the courage to bring negotiations to a halt 
and say “this is the answer.” 

Ideally, it would be helpful to have a body of Tax Court 
decisions to guide us but it will take at least two years, and 
probably much longer, for the Tax Court to decide enough 
Section 722 cases for its opinions to provide any comprehensive 
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body of knowledge on the subject. In two years we are to have 
the task two-thirds completed. It is simply not in the picture 
for the Council to be guided by the pattern which the Tax 
Court may develop. If we are to finish in anything like three 
years, we cannot wait for Tax Court decisions but we must 
act without undue hesitation upon the basis of what we be- 
lieve is a proper interpretation and application of the law.^^ 
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J. K. Lasser if Company 

O UR SYSTEM of income taxation is rooted in voluntary 
compliance. That leaves a very large burden with both 
the taxpayer and the government. The responsibilities of the 
latter have more recently been officially emphasized. ^ Certainly 
the responsibilities involve creation of rules and forms 2 that 
will: 

1 This is emphasized in the report dated January 27, 1948 on the investigation 
of the Bureau of Internal Revenue by the Advisory group to the Joint Com- 
mittee of the Congress appointed under Public Law 147: “Although primary 
emphasis seems usually to have been placed on the correction of errors that 
understate tax obligations, equitable administration requires that equal emphasis 
be placed on inaccuracies that overstate the taxpayer’s liability. It is the function 
of the administrative agency to assist taxpayers in the determination of their 
correct tax liability. For those who are uninformed, or misinformed, the Bureau 
should serve both the interest of the taxpayer and the Government. The em- 
ployment of tax specialists should not be essential to insure uniform, fair appli- 
cation of the law. 

“The Bureau is not the Government’s advocate; its responsibility is to provide 
uniformity in the application of the revenue laws irrespective of the immediate 
financial consideration. To no small degree the environment m which the 
Bureau appears an advocate has been created by the zeal of representatives of 
interests who can afford specialized attention to their tax problems. Tlie vast 
majority of taxpayers, however, are without competent tax counsel and neither 
know nor can inform themselves of the unavoidable intricacies of the Revenue 
Code. For this large group the Bureau must scrupulously maintain a policy 
of equal regard to the interest of the Government and taxpayer. The same 
policy should apply in dealings with the clients of the tax bar and the tax 
accountants, although it is reasonable to assume that audit activity to ascertain 
overpayments of tax by the group will be sterile." 

2 On this the Advisory Committee Report (op. cit.) says; “In some respects 
simplicity has become a fetish which has imposed larger burdens on the Bureau 
than have been recognized in appropriations. This is particularly true of the 
181 
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Avoid employment of specialists and yet fully insure uniform treat- 
ment for all taxpayers. 

Help taxpayers generally to get the lowest tax the law allows them. 

Correct quickly taxpayer inaccuracies. 

Simplify every possible step,^ 

\\'-2 ^v■)lich ab-solves the taxpayer from any responsibility other than list- 
ing the names of his dependents, indicating his and his spouse’s other income, 
arid signing his name. An equally simple form and one which would be much 
simpler for the Bureau to process Avould require the taxpayer to respond to 
tlnee or four questions relative to the nature of his income other than that on 
which tax has been withheld, and to give the necessary details respecting 
such other income. Just a few direct inquiries can save much costly back- 
tracking in the Bureau and future annoyance to the taxpayer. It would also 
be a valuable aid to both Bureau and taxpayer if the taxpayer were required to 
compute his tax on the return. 

“Other returns than Form W-2 exhibit similar defects. The whole series of 
forms dealing with excise taxes contain little information other than the amount 
of tax due and the name of the taxpayer or his agent. Such information is 
contained upon the remittance itself. The return does not provide a basis for 
any office audit or analysis and serves no purpose other than to add to the 
amount of paper work in the Bureau. If more comprehensive annual returns 
were substituted for the present quarterly and monthly returns on wage and 
excise taxes, the return itself could be made to afford the basis of an intelli- 
gent selection of cases for further investigation or field audit.” 

3 On this the Advisory Committee Report (op. cit.) says: “In the personal 
income-tax field where taxpayers only once a year face the need for preparing 
a return, there are opportunities for simplification and a vastly expanded pro- 
gram of assistance. The instruction sheets which accompany the Torm 1040, for 
example, although much improved from those of 1940 still are not easy reading 
and fail to jnesent an objective picture of the taxpayer’s rights as to deduc- 
tions and expense allowances. It is admitttedly impractical for the Bureau to 
furnish a complete manual of instruction to each individual taxpayer but the 
present instruction .sheet could be made far easier to use and less formidable, 
at an inconspicuous increa.se in over-all Bureau cost devoted to additional 
paper and printing. 

“For the tax that applies to over 50,000,000 people there is a limit to the 
ability of the written word to insure proper compliance to the taxing statutes. 
Any improvement in forms, instructions, and supplementary documents, is thus 
of limited value. Closing this gap requires a vastly expanded program of 
personal service to taxpayers. By extending the filing limit over a period of 6 
months, and making available the resources of technical personnel, the Bureau 
could in a relatively short time raise immeasurably the quality and complete- 
ness of original income-tax returns. No other utilization of personnel would 
be likely to produce as much progress toward the determination of correct tax 
liability. 

“It is, of course, essential to the success of such a program that Bureau 
personnel be indoctrinated with an attitude of complete objectivity toward the 
\ taxpayers’ obligations to the Government. They must, in effect, represent both 
! the taxpayer and the Government, with the sole purpose in mind of obtaining 
' a correct determination of the tax under tire prevailing law and its current 
interpretation— the correct tax to which the Government is entitled, but not 
$1 more. A full-fledged and vastly expanded program of taxpayer assistance 
in preparation of returns would drastically reduce audit requirements and in 
the long run be productive of substantially increased revenue.” 
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What Is Simplification 

Simplification is a broad concept. It means so many different 
things to so many different people.^ 

For the great mass of taxpayers it means a return which is easy to fill 
out. Tax computations are often troublesome for people who are out of 
practice in arithmetic. Moreover, a multiplicity of income concepts, 
credits, and deductions makes for confusion. 

For some people, the confusion is the accounting and record-keeping 
necessary before the return can be prepared. The Treasury has found 
that the mere recording and listing of deductions constituted the greatest 
complication for many, perhaps most, taxpayers. 

For some, simplification means simpler language in the regulations and 
their underlying concepts. 

Simplification to some people means the conditioning of the minds of 

^ See speech by Roy Blough before the North Carolina Association of Certified 
Public Accountants in November, 19.14. R.andolph E. Paul (in a talk January, 
1944) before the Rhode Island Institute on Taxation had this to say: “Some 
people would direct us back to statutory structure and its underlying con- 
cepts. A statute, of course, is always merely the beginning — a point of departure. 
In time, it is enriched by the live content of concrete factual patterns as 
administrative interpretations and judicial decisions add their commentary on . 
legislative intention. It may be compared to a diminutive charter of govern- ] 
ment awating the impact of specific events. But beginnings are important, for | 
while one does not end with the words of the statute, ‘one certainly begins 
there.’ 

“Other people say the language of the statute should be less legal: We should 
abolish verbosity and make the statute as chaste as the Ten Commandments. 
This is easier to promise than to deliver. 

“While I hold no brief for verbosity, it is safe to say that legislative reticence 
on a subject may often do more harm than good. A short ‘simple’ phrase in , 
the statute may leave much confusion, misunderstanding and litigation, whereas / 
a long, complicated section of the statute may accuractely and meticulously * 
cover most of the cases apt to arise. 

“The Socratic method would soon delevop a challenge to the simplicity of 
simple language: Is there such a thing as perfectly plain language? Some of our 
worst tax troubles have centered about the few uses in the statute of lay- 
man’s language. You are all familiar with the famous insurance section of the 
estate tax statute, first enacted in 1919, which subjected to estate tax the pro- 
ceeds of life insurance ‘taken out by the decedent.’ This provision consisted 
of merely five lines and undoubtedly the drafters thought they had done a fine i 
job. But initial assumptions have long been overrun by a continuing flood of j 
litigation as the courts and the Treasury Department have struggled valiantly i 
with the seemingly crystal-clear phrase, 'taken out by the decedent.’ In the 
1942 Act Congress has wisely overhauled this provision, and while it is no 
longer confinecl to five lines, it succeeds in conveying its underlying message. 

“If we pursued the Socratic line, the next question might be: What difference 
does the language of the statute and regulations make? Nobody reads it but" 
tax lawyers and accountants. Fortunately they are still a small minority of 
our 50 million taxpayers, though as complications are piled like Pelion on 
Os.sa, the tax lawyers and accountants may very well become bigger and better 
taxpayers.’’ 
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enforcement people to a position in which they recognize they are not the 
government’s advocates. They are the representatives of both the tax- 
payers and the government. That (argues the recent study of the Bureau 
of Internal Revenue by the Advisory Committee to the Joint Congres- 
sional Committee) is essential. It cannot be reversed by denials of the 
policy or elimination of its more glaring evidences of unofficial status. On 
the contrary, it can be changed only by a reorientation of the staff and 
revamping of procedures, forms, instructions, regulations, and all the rest 
of the taxpayer-relations job into another tone and atmosphere. 

Finally, simplification has to do with eliminating the conflict of ad- 
ministrative bodies. We now make all sorts of unemployment insurance, 
social security, withholding, income tax, state tax, and other forms that 
, could well be concentrated into one or two forms. Our administrative 
i machinery operates separately for each tax. The result is often duplication 
S and waste of manpower. 

One of our problems in attaining simplification is the intru- 
sion of accountants and lawyers. Randolph Paul long ago 
suggested he knew of no group as little qualified to pass upon 
questions of tax simplification as a group of tax lawyers and 
accountants. “True/’ he said, “they know taxes.” 

They are steeped in them. They have an enormous vested interest in that 
knowledge. They have progressed miles ahead of the many taxpayers who 
do not know the simplest things, such as how to add or subtract a blank item 
on the return. Most lawyers and accountants have lost touch with the 
homely thoughts of Joe Doaks who frowns over his record keeping, who 
cannot multiply by decimals, who finds mere words unbelievably tricky — 
which they are — and who would like a tax law which reads like a pill 
advertisement. To reduce tax rules and forms to the limits of Joe Doaks’ 
mental processes is unreasonable, you say. It is reaching for the moon. That 
may be true. But Joe deseiv'es every consideration, since he is the man who 
files and pays. 

“Simplicity,” said Paul, “is a part of fairness.” 

Regardless of whether we should have a government of laws or of men, 
laws are made for men. Men must live by them. They must understand 
them. For understanding is the first step toward orderly compliance. In 
paying taxes men and women are giving part of their time and energy to 
the Government. It Is unfair for the Government to demand from them the 
extra time and energy required to master unnecessary complexities. s 

5 Speech before the Second Annual Institute on Federal Taxation in Provi- 
dence, Rhode Island in January, 1944. At Chicago in October, 1943 Paul sug- 
gested that tax specialists were at fault: . , There are always taxpayers and 
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Complexity is sometimes defended on several grounds: 

Provisions must be necessarily complicated to prevent tax avoidance. 
“One dares not fire a shotgun into a crowd. They must be precise instru- 
ments which do their job of preventing avoidance without injuring inno- 
cent taxpayers. It is not enough to attain to a degree of precision which a 
person reading in good faith can understand: — ^it is necessary to attain 
if possible to a degree of precision which a person reading in bad faith 
cannot misunderstand.” ® 

Special reliefs properly cloud the picture. Page after page of the rules 
are devoted to particular cases. 

There is another important cause. Income tax law begins with the 
statute, but it does not end there. It journeys on into interpretative regu- 
lations and administrative rulings. Then the courts make their retail 
contribution to a wholesale statute. To paraphrase former Chief Justice 
Hughes’ remark about the Constitution; “We are under an income tax 
statute, but the statute is what the judges say it is.” 

A great deal has been, done to simplify the tax mechanism 
for individuals, but little has been accomplished to cure in- 
equities suffered by business under current laws. 

One example is in the quantity of the rules. Now it takes a 
couple of hundred volumes of tax literature and a phenomenal 
memory to get anywhere near the process of treating many 
elements. Given a couple of more years of regulations and 
decisions, the abundance will be overwhelming. ^ 

tax specialists who are on the hunt for loopholes. Indeed, one court has said 
that tax avoidance is in the nature of mortals. I should be the last person 
to put blame upon anyone who attempts to minimize tax liability. The 
Supreme Court itself has hardly ever failed to render mandarin courtesy to the 
doctrine that ‘W'hen the law clraws a line, a case is on one side of it or the 
other,’ and if the case is on the safe side, it ‘is none the worse legally that 
a party has availed himself to the full of what the law permits.’ But I do 
insert in parenthesis that it is better at least for the uninitiated not to get 
too near the line, and I am sure that all of you wdll agree, particularly in 
time of war, to the necessity of insuring the end that ‘no one should be per- 
mitted to avoid his just share of the tax burden.’ The escaped burden is in- 
evitably passed on to others.” 

6 Ibid. 

Ibid. 

8 Professor Griswold states that the bulk of the income tax legislation “brings 
out in sharp relief the major defects in our income-tax structure. Reduced 
to simplest terms, these may be said to be complexity, uncertainty, and retro- 
activity. Much of the complexity is unfortunately unavoidable. A simple income- 
tax statute could probably be put together, but it would be full of injustices 
on the one hand, and gaping loopholes on the other. A large part of the 
expansion of detail and the complicated language in the statute is the result 
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Administrators must belong to the school urging that gov- 
ernment has the real obligation to serve as a bridge to make 
clear the tax incomprehensible. Often the product is the direct 
opposite. That is easy to prove by reference to some simple 
sections of the Treasury regulations. 

Lawyers and accountants labor with heavy pens when they 
write forms and regulations. That should be the job of experts 
who understand how to sell with basic English. The forms 
must be simple. For many it is the entire law, regulations, and 
all the decided cases. If that is so, assuredly we can assert a 
claim for help to the thousands of the well intentioned who 
struggle to find out what parts of them mean. 

Part of the difficulty is the trend to reduce everything to 
words. Symbols and other short cuts from the science of mathe- 
matics would help much. Part is in repeated attempts to hedge 
and qualify. No one quarrels with that in difficult law. But it 
ought to be easy to state examples and the general rules in 
basic English. 

Tax help for business often needs no wholesale revision of 
law. The Commissioner has wide enough powers to do most 
of a badly needed job. For example, it is he who designs an 
intricate embroilment used as a tax form by business, and who 
insists upon completion of each line in a lengthy arrangement. 
It is he who begins and ends a lot of other confusions that so 
disturb the little fellow. Fie tells him what detailed records 
he must keep, how to run his accounting system, what income 
is to be included, and what deductions he may take. And he 
can evoke heavy penalties for even comparatively minor in- 
fractions. 

The absurd thing about federal taxes is that all businessmen 
are presumed to know the law. Yet not even the most learned 
experts presume to understand the complexities. And much of 
it is incomprehensible, even to the experts. The courts grapple 

ot attempts to allow for the many variations in the individual problems with 
which taxpayers are confronted. But it is undoubtedly true that a good 
deal could be done by a long and careful editorial examination and revision 
of the present statutes.” (Harvard Law Review, LVI, 1356). 



INTRODUCTION TO PRACTITIONERS’ ROUND TABLE 187 

with it and judges differ among themselves. The result is often 
uncertainty and confusion. Planning ahead, so essential for 
business, with full knowledge of tax implications of transac- 
tions is often impossible. Yet everybody — including our small 
businessman — is presumed to know the law. 

One fervent hope is that the Treasury will realize its prob- 
lems and will do at least these things: 

Get the best advertising man it can find to make all the rules and forms 
in simple, readable, pleasant, step-by-step style. The tax forms the small 
businessman has to fill out are just too much for him. They are too com- 
plicated and too lengthy. We have known some of them to require weeks 
of labor. The tax forms and instructions should be made as simple as 
A, B, C. They are all the law a small businessman can read. He should 
not be saddled with a cumbersome, Chinese puzzle type of tax report. 
Better yet, we might let the small businessman use his accountant’s report, 
or the statements he gives his bank and credit grantors, as a tax return. 
Certainly the small taxpayer should not be compelled to fill out elaborate 
forms designed for the use of big business, or even read the voluminous 
instructions relating to the involved forms. It took considerable time and 
effort to get the Treasury to give us the present simplified system for the 
salaried taxpayer. All he does, in effect, is to sign his name to a small sheet. 
We can almost do the same, if we apply some common sense to the job 
for the benefit of the corner grocery store. 

Show the tax forms around to a lot of us before they get into printing so 
that we can try them out on our friends and report reactions. 

See what it can do to eliminate the present antagonism in business to 
all the complicated rules and forms. Perhaps the Treasury needs effective 
public relations methods with the American taxpayer — particularly at 
tax time. Certainly the Treasury has much to learn from Lux and Lucky 
Strike. 

Other points require attention. We need to study these: 

All of us now are required to file burdensome information — at source 
reports. Common sense ought to govern what we need — especially when 
noncompliance may bring down punishment for the little taxpayer. An 
example is the requirement that if I500 in fees is paid to a lawyer it must 
be reported. Failure to do so can land you in jail. 

The small fellow’s checkbook, the small retailer’s cash register forms, 
or any primitive and homely records ought to be enough records to keep 
if they tell the true story, however crude. But the rules demand infinite 
detail — permanent accounts and records. 
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Problems with Uncertainties 
One o£ our real difficulties is inability to get quickly advance 
Treasury statements concerning business plans and business 
commitments.^ The result is unreasonable restraint on expan- 
sion. It would be a glorious feather in the cap of the Treasury 
if it could find some mechanisms by which business could 
do this — ■ 

Write up its problem in simple, nontechnical fashion whenever the 
spirit or a transaction required a decision. 

Present it to sympathetic Treasury experts. 

Secure a binding agreement upon the business and the Treasury — so 
long as there had been a full statement of facts to the Treasury. 

At this time, the process to get rulings and advance commit- 
ments is much too slow and much too technical. It ought to 
be converted to a basis in which the Treasury regards itself 

0". . . After thirty years of the income tax, many very homely questions 
remain quite uncertain. If a businessman feels it is wise to yield to pressure 
from the OPA and pay over to them an excessive charge which they contend 
he made in a previous year, is the amount of the repayment deductible? And 
if it is, in which year must it be deducted? If past experience is any guide, 
we will probably learn the final answer to such questions in about seven years. 
Yet people have to act now. And with tax rates where they are now, the tax 
consequences of the act may be the most important matter in determining 
whether it should be done. 

“Some of this uncertainty, like the complexity, is no doubt inevitable. But 
a good deal of it, one may think, comes from the decisions of the courts 
themselves. In the first place our present system of review in the Supreme 
Court by certiorari only after a conflict had developed in the lower courts 
postpones for too long the final determination of any disputed question. 
Tax cases are now so numerous and important that the time may well have 
come when we should have a single Court of Tax Appeal with final jurisdic- 
tion in all cases, except for review by the Supreme Court where constitutional 
questions are involved. Even under our present system, a good deal of the 
difficulty would seem to come because our courts have not surely found the 
line between judicial and legislative functions. . . . The revenue officers are 
hardly to be blamed for pushing each case to a decision. They can hardly 
tell w'here the lightning may be expected to strike. And here again we have 
the evil of retroactivity. Legislation by Congress is only mildly retroactive. But 
when the courts change the law, we preserve the polite fiction (based on the 
premise that the courts cannot change the law) that the law has always been 
as it is norv declared. The re.sult is in many cases at least five years of retro- 
activity. And another result may be found in a good deal of the complexity 
of the statute, which has had to be amended repeatedly to change the rules 
announced by the courts.” (Griswold, op. cit.) 
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as an advisor to business and in its aid to permit it to move 
expeditiously in proposed changes. 

A lot of help would come if we could get these steps: 

Get a better coordination with accounting groups before so many 
strange accounting rulings are issued. We need to stop rulings on matters 
inconsistent with recognized accounting principles. Perhaps a joint com- 
mittee could be set up formed by the Bureau and tax men for discussion 
of tax accounting rulings before they are put into effect. 

Start up again a good Treasury Bulletin reporting loilings of all types 
so we eliminate the great secrecy and its inference of possible favoritism. 
We also need to publish all internal memos now issued on policy matters 
— instead of hiding them for only agent inspection. 

Simplification of Accounting Practices 
One of our enormous difficulties — greatly complicating our 
business tax reporting — is the willingness of the Bureau to 
permit such gTeat distortion of tax accounting from accepted 
business practices. 

The law provides a simple rule. The net income is generally 
to be computed in accordance with the method of accounting 
regularly employed in keeping the books. The following parts 
of the Regulations are typical: 

1. If the method of accounting regularly employed by him (the taxpayer) 
in keeping his books clearly reflects his income, it is to be followed with 
respect to the time as of which items of gross income and deductions are to 
be accounted for. 

a. Approved standard methods of accounting will ordinarily be regarded 
as clearly reflecting income. 

3. It is recognized that no uniform method of accounting can be presented 
for all taxpayers, and the law contemplates that each taxpayer shall adopt 
such forms and systems of accounting as are in his judgment best suited 
to his purpose. He must, therefore, maintain such accounting records as 
will enable him to do so. 

This seems extremely clear. It merely puts into words what 
accountants are always doing. The tax is found by determining- 
income under generally accepted methods of keeping books. 

But courts have gone astray in a gi'eat many directions — due 
entirely to interpretations by technicians who have never kept 
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books and who do not understand them. Here are some of 
our problems. 

Income Received in Advance 

Courts have held that income received in advance, even 
though there is involved a continued obligation to perform 
services and incur expenditures over a period of time in order 
to earn the income, is nevertheless taxed in year of receipt. 
That view is continued despite its abuse of generally accepted 
accounting principles, and the accounting methods consistently 
employed. These normally call for deferment of the reporting 
of that type of income until the period or periods in which 
it is earned by the rendering of the services and the incurring 
of related expenditures. 

Our decisions have created all sorts of absurd tax results. 
They apparently hold subject to tax: advance payments or 
deposits (other than amounts received as loans); deposits re- 
ceived for safekeeping; amounts received as security for con- 
tract performance; and generally all advances 

Even if there is no real net income for the year — in the accounting 
sense; 

Even though their ultimate disposition remains to be determined; 

Even if the amounts received may be refunded or transferred, or may 
eventually represent payment for services to be rendered in a later year, 
and the cost of which must be incurred or paid in a later year; 

Even if the method actually anticipates income and under fluctuating 
business conditions materially and dangerously distorts the showing of 
annual income. 

Warranties and Guarantees 

Future costs for making good on warranties and guarantees 
cannot be deducted when you include the income. For exam- 
ple, a contractor must include his full contract receipts in 
income today, even though he remains responsible in later 
years for his guarantees upon his work. But cash settlements 
with a customer that eliminates the guaranty, give a deduction 
now. Ordinarily you cannot deduct estimated costs even if they 
are a very real liability. 
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Cash Discount on Sales 

Cash discount on sales is not a deduction until the customer 
pays the bill. Discount accrued upon completion of a contract 
or on acceptance of shipment by a customer is denied. You 
get a deduction only when the customer settles. Good account- 
ing practice would accrue the known cost. 

Contested Expense Items 

There is much confusion when expense items are contested. 
Accountants would insist earnings are properly stated only if 
deductions are made in the year in which the liability is 
created — even though it is not assessed or paid until some later 
year. But in tax accounting a deduction is often denied even 
if there is a real liability. 

Moneys Paid in Dispute 

You may often be taxed for receipts received under a claim 
of right when the moneys paid over are in dispute and you 
may be required to return them. In good accounting practice, 
we would hardly call that true income. Taxable income re- 
ceived under any claim of right is income to you when received, 
even if you may not be entitled to receive it, may have to 
restore it later, or take it under a dispute. The only exceptions 
to the rule seem to be these: your claim to the money is com- 
pletely unwarranted; you are paid through a mistake; third 
persons set up a claim to take the funds from you. 

Nondeductible Normal Reserves 

Many normal reserves are not deductible. They include all 
sorts of deductions absolutely essential to establish profits. 

Conditional Expenses 

Many expenses dependent upon the actual receipt of a 
remittance from a customer are not deductions until the pay- 
ment is received. A good example was the case of a company 
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in the business of publishing classified business telephone direc- 
tories. It derived its income from sales, through agents, of 
advertising space. The commissions to be paid to the salesmen 
for procuring advertising contracts were not due until the 
amounts of the contracts were paid. The amounts due on the 
contracts were accrued as income. The court held these 
amounts were income, but that the salesmen’s commissions on 
the unpaid accounts were not deductible. The theory was that 
the accounts for advertising were unconditionally due when 
the directories were published. But the amounts due salesmen 
for commissions were contingent upon the customers paying 
their accounts, and there might be a distortion of taxable 
income if the accounts were not later collected. That is wholly 
foreign to good accounting practice. 

What Simplification Can We Give the Smaller 
Taxpayer 

A good deal of taxpayer aid is possible in forms, instructions, 
and regulations. Much, too, can be said for Treasury fair 
dealing with expenses incident to the earnings of personal 
incomes. We now freely allow business deductions for costs of 
securing income, but find all sorts of chances to deny the same 
basis to the individuals. 

Some twenty-five years of tax administration have built up a 
host of decisions that fail to recognize the ordinary, necessary 
expenses of earning individual incomes. We need recognition 
of imjustifiabie discriminations against one citizen in favor of 
another — discriminations often in favor of business against 
anyone who chances to earn a livelihood elsewhere. Let me 
put down a few obvious inequities. As I do so, keep thinking 
of the individual who, merely by the fortune of his particular 
type of employment, his environment, or the particular social 
consciousness of his employer, has few of these costs to meet. 
Then see if you can reason whether simplicity in statute or 
difficulties in administration are worth the present short- 
comings. 
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Uniforms and the cost of maintaining them should be a deduction 
when they are part of the requirements of a job. Contrast these costs with 
the fortunate group who wear their street clothes to work and to the 
theatre. 

Cost of transportation to and from work should be a deduction. With 
today’s living difficulties, the choice of where one shall live is not the 
province of the employee. He takes what he can get, even if it is twenty 
miles away from his work. 

Cost of traveling in search of employment and moving expenses when 
a place of employment is changed seems like ordinary expenses of earning 
an income. We allow them to a business, but never to the individual. 

Cost of freeing oneself from domestic duties to earn a living should be 
allowed. Think of the cases of the wife supporting herself on a meager 
income when the husband is gone. If he were about, the family unit 
would have a wage earner and also one equipped to manage the children 
and the home. 

Educational costs are fair charges to income. Think particularly of the 
burden taken on by many in self-defense as well as those required to main- 
, tain studies to hold their jobs. 

Political contributions by civil service employees and others where the 
measure of coercion is present reduces income. If the system is against 
public policy we certainly have not been very kind to the coerced con- 
tributor. 

A great many others can be listed. 

Nuisance Assessments 

One of the real problems is a policy of obtaining the greatest 
possible revenue for the year under consideration without re- 
gard to tax consequences in other years. Lots of our problems 
concern items denied as a deduction this year but allowed in a 
subsequent year. The result is endless difficulties to find: what 
depreciation rates to use; whether the government or taxpayers 
are inconsistent; what is a capitalizable and noncapitalizable 
expense; adjustments in prorating nonbusiness expense; insur- 
ance premiums; lease expense; small repairs; bond premiums; 
etc. 

The amount of tax involved in these adjustments is generally 
small, but the difficulties they cause in taxpayer reception is 
enormous. Government examinations might well omit changes 
unless they are significant and will not correct themselves in 
later years. 1 



CHAPTER XVII 


POST REVIEW PRACTICE RELATING TO 
AGREEMENTS 

David B. Chase 

J. K. Lasser & Company 

S PECIFICALLY, I urge a change in Post Review practice 
relating to agreements reached with the office of the in- 
ternal revenue agent in charge after protests have been filed 
by the taxpayer. 

Briefly, every case resulting in a proposed tax deficiency goes 
through the following preliminary steps: 

1. The field examiner’s findings are reviewed by agent reviewers. 

2. After the protest is filed, the findings of the Bureau conferee are 
reviewed by conferee reviewers. 

Thus the case has been scrutinized and reviewed by several 
competent individuals in the Bureau before it is ultimately 
forwarded to Washington. The last step is a review of the 
case by the Audit Review Section of the Income Tax Unit in 
Washington. Should the Review Section determine that the 
settlement reached in the field was not proper, the Section 
returns the case to the field with instructions to revise the 
original conclusions consistent with the determination by the 
Review Section. 

A Post Review of field cases serves two functions: 

1. Jt determines whether the case was closed on a correct basis in light 
of its particular facts. 

2. It aids in coordinating and bringing about consistency by determining 
whether or not the action taken was consistent with the policy of the 
Bureau in similar cases throughout the thirty-nine field offices. 

194 
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Admittedly, this function of Post Review is desirable and 
should be continued. However, it is urged that the function of 
the office of Post Review should be limited to the purposes 
above expressed. More specifically. Post Review should not be 
permitted to reverse or otherwise change a settlement reached 
between the taxpayer and the office of the internal revenue 
agent in charge. Its function should be consistent with that of 
the Post Review Section of the technical stafi:. The Post Review 
Section of the technical staff may disapprove a case and suggest 
that the same decision not be made for future years. For the 
particular tax year, however, the staff field settlement is sus- 
tained. This practice has worked very satisfactorily. 

The number of cases which Post Review turns back to the 
conferee or the agent in charge is relatively small. Furthermore, 
by reason of the recent change in the procedure whereby a Post 
Review reversal requires a field conference with a Washington 
official (if the taxpayer desires), the number of Post Review 
reversals ultimately sustained is even smaller. All cases are 
competently reviewed in the local offices, and the Bureau has 
had sufficient decentralization experience to do away with 
Post Review reversals. There is no chance of a raid on the 
Treasury should the urged change be made since conferees 
are traditionally inclined not to be overgenerous. Again, any 
settlement made by a revenue agent or conferee is now subject 
to review in the local office and safeguards can be imposed 
upon overenthusiastic settlements. 

It is submitted that the change in practice here urged would 
be real and full decentralization. The Washington office would 
then be in the position of a rule-making and coordinating 
agency and be taken out of its present position of deciding- 
specific cases at long distance without a full knowledge of the 
flavor and atmosphere of the case. 

Under present procedure a taxpayer may not be notified of 
a change by Post Review for many months or even years after 
settlement had been reached in the field. The taxpaying public 
has a full right to an expeditious determination of its tax 
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liability. The delay occasioned by the present practice generates 
ill will rather than a required good will relationship between 
the taxpayer and his government. In order to instill confidence 
in taxpayers that their agneements with the field may be final, 
and in order to give freedom of action to conferees in the 
settlement of cases, reversal by Post Review in Washington must 
be abolished. 

For the foregoing reasons it is urged that the present Post 
Review practice be changed to the end that all administrative 
settlements reached as a result of negotiations with the office of 
the internal revenue agent in charge be accorded the same 
administrative finality as settlements reached with the technical 
staff. 



CHAPTER XVIII 


PETTY OR NUISANCE ADJUSTMENTS 

Thomas H. Dendy, C.P.A. 

Touche, Niven, Bailey ir Smart 

P ETTY ADJUSTMENTS and nuisance adjustments to my 
mind fall into different classifications and I shall, therefore, 
discuss them separately. 

I shall define “petty adjustments” as those made by revenue 
agents which involve only a couple of hundred dollars in 
amount; they are not of sufficient importance to warrant protest 
and the taxpayer will usually reluctantly agree to them. These 
adjustments would include such items as minor depreciation 
changes and capitalization of sundry border-line repair items, 
involving comparatively small amounts. The agent reduces the 
depreciation rate or capitalizes the repair items and then the 
taxpayer is faced with similar adjustments, or the filing of 
claims for refund, for the intervening years between the taxable 
year and the year when the adjustments are made. It is almost 
unbelievable the number of times tax practitioners run into 
these small and vexing changes, where the over-all effect on 
taxable income, over a period of three years or so, is nil. 

My suggestion for remedying this situation is that an inter- 
office communication be addressed to all field agents and the 
office audit staff to the effect that where these adjustments are 
negligible and merely transfer an item from one year to one, 
two, or three subsequent years, such adjustments should be 
disregarded. 

Another type of petty adjustment involves disallowing sundry 
cash expenditures by individuals, such as contributions. An in- 
197 
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dividual who has been quite generous and frequent in his 
contributions to a large number of organizations will normally 
have quite a number of cash contributions; for instance, to 
the March of Dimes, the Volunteers of America, the Red Cross, 
the Salvation Army, etc. I have seen agents arbitrarily disallow 
50 per cent of such contributions for lack of substantiation. 

In this connection, I suggest that as a remedy a memorandum 
be addressed to all agents setting forth a principle based on the 
George M. Cohan decision of many years ago. Under that de- 
cision, as you will remember, the taxpayer was allowed deduc- 
tions, even though he couldn’t substantiate them; he didn’t 
have receipted bills or canceled checks. The court held that it 
was obvious that he had expenses and an allowance should be 
made despite the fact that they could not be fully substantiated. 

We have all experienced revenue agents’ proposals to make 
the above types of adjustments many times and we’ve tried to 
dissuade them but very often without success, I must hasten 
to add, however, that this is not the general rule. The older 
men, that is, older in point of service, and the more intelligent 
and capable younger men are more likely to look at such possi- 
ble adjustments from a more practical point of view. You run 
into these annoyances mostly in your meetings with the “eager 
beaver’’ type of younger revenue agents who seem to think 
that they must show an additional assessment on each and every 
return examined. 

Now, we come to “nuisance adjustments.’’ These adjustments 
would include the disallowances of deductions, or additions to 
income, where the amount involved is substantial and the agent 
is reluctant to take the responsibility of deciding as to the 
propriety of the items. He wants to “pass the buck” to the 
conference committee or the technical staff. I’ve run into sev- 
eral of these in recent months. On two occasions, at least, 
within a matter of the last three or four months, an agent has 
left ray office quite convinced that an item was proper, but 
suggesting that he would like to discuss it with someone at 
his office, either his group chief, or a conference committee 
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member. The next thing I heard in the matter was the receipt 
from the agent of a request for a signed Form 870 agreeing to 
an additional tax based on the adverse adjustment. 

On a number of occasions, I have gone down to the confer- 
ence committee and the item in question was allowed without 
any serious trouble. The agent was just afraid of the amount. 

I would suggest as a remedy to this that a communication 
be addressed to agents instructing them that where there is a 
questionable item it should be reduced to terms of, say, a 
hundred dollars. In other words, the amount involved shouldn’t 
have the slightest bearing on the propriety of the treatment, 
and it should be impressed on the agent that the principles of 
taxation are not different for different amounts involved. 

I further suggest that where there is no agreement between 
the taxpayer and the revenue agent on any questionable item, 
it should be mandatory that, then and there, while the exami- 
nation of the return is still under way, a conference be 
arranged with someone, preferably an experienced conferee, 
specifically assigned to deal with such disagreements and given 
authority to settle them. 

Taxpayers can now, of course, request an informal confer- 
ence on a controversial issue, but this is not standard procedure, 
and such conferences very often do not achieve the desired 
result of settling the matter satisfactorily. 

The usual procedure, of course, is that the revenue agent 
issues his report proposing adjustment of the questionable 
items, the taxpayer protests, and many, many months later a 
conference is arranged. The chief objection to this procedure 
is that the revenue agent is seldom present at the conference — 
very often he has, in the meantime, been transferred to another 
district, or is then on sick leave, or on a special assignment 
out of town, or the like. The conferee is therefore forced to 
rely on the agent’s notes and work-papers. The taxpayer is 
then required to refute the agent’s findings, even to the extent 
of inadvertent errors in his notes or work-papers, in a manner 
or form convincing to the conferee. 
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If both the agent and the taxpayer could sit down with a 
specially assigned, top-flight conferee while all the facts and 
arguments were fresh in their minds, and thrash out the con- 
troversy, a great deal of time and money would be saved the 
taxpayer and his government. 



CHAPTER XIX 


PROCEDURE FOR PAYING AN ALLOWED 
REFUND CLAIM 

Leo a. Diamond 
LeBoeuf & Lamb 

T he BUREAU of Internal Revenue is a large and in many 
respects a sprawling organization of government. It is in- 
evitable that the administration of internal revenue laws shows 
from time to time an imperfect coordination in some Bureau 
activities. 

Many complaints leveled against the Bureau for alleged arbi- 
trary and highhanded acts and inconsistent positions with 
respect to taxpayers similarly situated, are, in my opinion, of 
relatively small significance, when viewed in the light of the 
over-all job done. To the extent, therefore, that any of the 
complaints made in this session, are, or may be deemed to be, 
of that character, I hereby give notice — ^for whatever it's worth 
— that I disassociate myself therefrom, notwithstanding my ap- 
pearance in this panel of eminent, distinguished complainants. 

One would have to be oblivious to facts, however, if he did 
not admit that there are procedural routines in the Bureau 
which require overhauling, complete modernization, and effec- 
tive streamlining. One of them relates to the handling of claims 
for refund of tax. 

I refer to procedure for paying an allowed refund claim, 
Consequently, nothing said herein involves the allowance itself 
of the refund claim, also a subject which needs re-examination. 
Except in the case of refunds of withheld income tax on the 
so-called short form returns, basically, the present procedure 
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for handling a refund claim which has been allowed was estab- 
lished at a time when the number of taxpayers was considerably 
smaller and the amount of collections nowhere near what it 
is today. Notwithstanding the tremendous strides made in 
the number of taxpayers and the amount of collections, there 
has been little fundamental modernization in the routine set 
up years ago for allowance of claims. 

For example, out of the whole welter of examples, the 
schedules of overassessments prepared in Washington may con- 
tain refunds to as many as two dozen different taxpayers on 
each schedule. If, for some reason, the collector to whom a 
schedule is sent for rechecking has any c|uestion with respect 
to any one refund on that schedule, all other refunds on that 
schedule are held up until the trouble is discovered and, if 
possible, eradicated. 

Although some form of schedule of overassessments appears 
to be necessary, it would seem possible to work out a routine 
which would allow each refund to be handled individually and 
independently of refunds which are wholly unrelated and in no 
wise connected with the refund in question. 

Careful examination of the Bureau procedure has also indi- 
cated, among other things, that a refund claim, other than a 
refund claim based on a short form return, must make at least 
two full round trips between the local collector’s ofRce and 
Washington before any refund check is issued to the taxpayer, 
who, by hypothesis, is already entitled to the check. 

It would seem that here, too, streamlining would result in 
considerable time-saving and substantially less wear and tear 
on the nerves of taxpayers who are entitled to refunds and, I 
should add, of their lawyers whose fees depend on the receipt 
of those refund checks! 

There are a not insubstantial number of taxpayers who, 
because of the sheer ponderous refund procedures, are required 
to wait inordinate lengths of time for refund checks on refunds 
already allowed. I am certain some of you have already had 
that experience. 
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Except in unusual situations, such should not have to be the 
case. The Bureau is, I believe, fully axvare of the need for 
streamlining its refund procedures in many respects not here 
covered. Its attention has been called to the subject by the 
Section of Taxation of the American Bar Association, through 
a report presented in 1948 by James K. Polk, then Chairman of 
the Committee on the Bureau of Internal Revenue Procedure. 

All those interested in establishing modernized procedures, 
which in no wise open the door to unwarranted refunds, should 
join in appropriate efforts to have such procedures adopted. 
Modernization would undoubtedly result in substantial savings 
of interest paid out by the government on unnecessarily de- 
layed payments of refund checks after allowance of refund 
claims. 
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SECRET RULINGS AND DECISIONS 

Henry B. Fernald, C.P.A. 

Loomis, Suffern ir Fernald 

T FIE taxpayer often finds that decisions in his case are 
made on the basis of instructions, rulings, or opinions which 
the taxpayer is not permitted to see. He may not even be 
advised of the basis and reasoning which leads to a conclusion 
which a revenue agent, conferee, or other Bureau employee 
may apply. 

The taxpayer may cite the “Cautionary Notice” in the Inter- 
nal Revenue Bulletins, which states: “No unpublished ruling 
or decision will be cited or relied upon by any officer or em- 
ployee of the Bureau of Internal Revenue as a precedent in the 
disposition of other cases.” 

Bureau employees may answer that, whatever this means as 
to others, they have these memoranda, instructions, opinions, 
and decisions which are binding upon them, which they cannot 
cite or reveal or even discuss. They may even tell you this is 
the only possible way the work of the Bureau can be conducted 
under laws and regulations as involved, complicated, difficult, 
and uncertain as those we have, with the continual stream of 
rulings and decisions which Bureau employees can hardly hope 
to keep track of — much less know which ones the Commissioner 
is willing or is not willing to have followed, 

I am inclined to agree that under such laws as we have 
Bureau employees probably must be guided to some consider- 
able extent by instructions given them by their superiors, but 
204 
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if this is done, there should be a willingness to disclose to the 
taxpayer any instructions, memoranda, rulings, or decisions 
which are the basis of any position taken by an examiner, 
conferee, or other employee with respect to the taxpayer’s 
affairs. If those are in error, or are being erroneously applied, 
the taxpayer should be given opportunity to point out such 
error and have it corrected. This I think is the only way to 
do justice to the taxpayer and to get a correct body of procedure 
within the Bureau. 

Of course, the Bureau cannot disclose the affairs of one tax- 
payer to another, but if a decision in one case is applied to 
another a proper abstract or summary showing the basis of the 
decision could be prepared and delivered to any taxpayer to 
whose case it was considered applicable. 

Another point in this connection is that the taxpayer may 
find the decision in his case is made by some reviewer or other 
person, usually undisclosed, before whom the taxpayer never 
has opportunity to appear for argument or submission of evi- 
dence. It is right that an examiner’s proposed findings should 
receive adequate independent review. It is wrong, however, 
that decision in the taxpayer’s case should be made by one 
before whom the taxpayer has no right to be heard. 

It is true that a taxpayer always has his further right within 
the Bureau or in the courts to contest any Bureau determina- 
tion by which he feels aggrieved, but protest or appeal is more 
difficult if the taxpayer does not know the basis for the Bureau 
decision. 

If our income tax is to be successful, taxpayers must feel the 
Bureau intends to deal fairly with them. They can hardly 
have this feeling if Bureau action is based on secret instructions 
or rulings it is unwilling to disclose, or if decisions are made 
by those before whom the taxpayer is not permitted to appear. 

I believe the Commissioner and the Bureau in general have 
striven earnestly to promote courtesy and fair dealing with tax- 
payers and they want to have and to merit the confidence of 
taxpayers in the government. I think they simply have not 
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appreciated the extent to which this matter of secrecy of memo- 
randa, instructions, and opinion and decisions exists within the 
Bureau, and its effect on the feeling of taxpayers towards the 
Bureau and its administration. , 



CHAPTER XXI 


JOINT CONSIDERATION OF SECTION 722 
RELIEF AND STANDARD ISSUES 

Wilbur H. Friedman 
Proskauer, Rose, Goetz ir Mendelsohn 

'Y'HE DIFFICULTY with the Bureau which I will discuss 
is the Bureau’s unwillingness to consider both Section 722 
relief and so-called standard issues at the same time in a case 
involving a deficiency in excess profits tax. In the case I have 
in mind, a deficiency was proposed in excess profits tax. The 
corporation filed a protest to the proposed deficiency, setting 
up as defenses both a claim for relief under Section 722 and 
also a claim for an increase in average base period income by 
reason of abnormal deductions. At that time the statute per- 
mitted a taxpayer to seek relief under Section 722 in opposition 
to a proposed deficiency. Thereafter the statute was changed, 
so that relief under Section 722 could be claimed only by way 
of refund claim after payment of the tax. Nevertheless, the 
Bureau was willing as a matter of practice to consider Section 
722 claims in the deficiency stage, but the Bureau would do so 
only if the taxpayer abandoned the so-called standard issues, 
that is, all the issues other than the 722 issue. 

In the case I have in mind, the taxpayer had a pretty good 
claim for disallowance of abnormal deductions, but it had an 
even better 722 case. In the then unsettled state of the law, 
with new decisions constantly coming out both on abnormal 
deductions and 722 relief, it was difficult to make a decision 
to abandon what might be a good case for disallowance of 
abnormal deduction under Section 7ii(b)(i)(J) and advise the 
207 
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taxpayer to rest exclusively on Section 722. The Section 722 
case Tvas not so good as to warrant a lawyer to advise the client 
to abandon the standard issues. If the taxpayer made the 
decision to abandon 711 and stand on 722, it might find that 
later cases improved its claim for abnormal deductions and 
weakened its claim for 722 relief. The taxpayer’s request to 
have the two issues handled together was denied by the Bureau. 
The result was that the taxpayer went to conference on the 
abnormal deduction issue and took a fair settlement on that 
issue, but was required in making the settlement to agree to 
withdraw the 722 claim. This meant that the taxpayer never 
had an opportunity fully to explore its whole case, but was 
under pressure to accept a settlement on one issue without 
consideration of another substantial possibility of relief. 

The remedy for this situation is obvious and simple. There 
is no reason why the conferee cannot consider both 722 and 
standard issues in a deficiency case, and if, by reason of the 
division of responsibilities in the Bureau as between 722 issues 
and other issues, two different individuals in the Bureau are 
handling these two aspects of the case, there is no reason why 
they cannot participate in a joint conference. At least in one 
other case, which involved a refund rather than a deficiency, 
the Bureau was willing to arrange a joint conference involving 
the standard and 722 issues with a resultant satisfactory settle- 
ment on both issues. 

In the same case I have been discussing, the taxpayer had 
its head office in state X when the return was filed, but moved 
its head office to New York afterwards. The taxpayer’s attorney 
also had his office in New York. The taxpayer requested the 
Bureau to refer the case to New York for conference, but the 
Bureau was unwilling to change the place of conference from 
state X to New York, The Bureau gave no reason for this un- 
willingness except to say that it was the practice not to make 
such shifts. 

There seems to be no good reason for this unwillingness. 
While it is true that, if the agent who made the examination 
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were to be present at the conference, the Bureau would obvi- 
ously prefer to have the conference at the point where the 
agent was located, the conference in question actually took 
place in a city other than the one in which the agent was 
located, and the agent was not present at the conference. From 
this point of view the conference might just as well have been 
held in New York. If it then developed that additional investi- 
gation had to be made by the office of the internal revenue 
agent, that could either be done by a New York agent (since 
the taxpayer’s head office now was in New York) or could be 
referred back to the agent who had handled it in the first 
instance. 



CHAPTER XXII 


WAIVER FORM 872 
W. Godfrey 

Treasurer, Keystone Custodian Funds, Inc. 

I N SOME RESPECTS, it may be fair to say that Section 275 
is the most important section of Chapter One of the Code 
to the Commissioner of Internal Revenue. Up to that point 
the Code has been busy setting forth in tremendous detail 
who is taxable, how the tax should be computed, and at what 
rates. It has been dealing with the question up to that point 
chiefly on a self-assessment basis, but when we get to Section 
275, we find those stark words: “the amount of income taxes 
imposed by this chapter shall be assessed. ...” This, of course, 
relates to the assessment of the difference between the amount 
which the taxpayer has assessed himself and the amount that 
the Commissioner believes to be correct. 

The Section goes on to use some words which are of extreme 
importance to the taxpayer. Those words are: “. . . within three 
years after the return was filed.” Those words should consti- 
tute, one would think, a kind of iron curtain; but the Com- 
missioner has a handy device which makes the iron curtain 
a good deal less effective, perhaps, than a lace curtain. That 
device is the waiver — Form 872. 

The legislative history of Section 276(b), under which the 
form is issued, doesn’t throw much light on the type of case 
or the circumstances or the conditions under which it was 
contemplated the form would be used. One thing is clear: the 
words of the statute call for a consent by both the Commis- 
sioner and the taxpayer, and that consent is to be in writing. 
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It is easy to see why the taxpayer might wish to defer assess- 
ment, but it is more difficult to see why the Commissioner 
should agree, as he has not only the right but also the duty to 
assess. His consent would appear to be an act of grace, probably 
intended to preserve for the taxpayer such mechanics as a right 
of appeal to the Tax Court. As the statute of limitations is so 
vital a protection for the taxpayer, it would seem that he should 
consent if, and only if, he has some very good reason to delay 
assessment. 

One reason, of course, might be to avail himself of admin- 
trative procedures before exposing himself to legal procedures. 
The waiver provision was probably intended to be used in 
those cases where the Commissioner says, in effect: “The bell 
is about to ring. There are some matters on which we can 
probably get together. Let’s try and get together on an admin- 
istrative basis before we get tangled up with the law.” 

In that case, of course, consent involves no duress. In any 
event, the taxpayer can always say: “Go ahead and assess. I 
know what problems are involved and I’ll take my chances 
with the courts.” But that is true in only those cases where the 
examination has been completed. 

What is the position of a taxpayer who is invited by the Com- 
missioner’s representative to consent to an extension of the 
statute when the points at issue have not been defined and 
when in fact no examination has been made at all, or an in- 
complete examination has been made? This, to my knowledge, 
is done as standard practice in several areas. 

Of course, the taxpayer can refuse to consent, but he usually 
signs on the dotted line and extends the statute by fifteen 
months. When it is used in that fashion, I think, the form 
constitutes an artificial device for extending the statute. In 
effect, the Bureau rewords Section 275 and makes it read: “The 
income taxes imposed by this chapter shall be assessed within 
three years of the filing of the return, or at such other time 
as the Commissioner gets around to it.” 

I have discussed this question of the improper use of waivers 
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in Washington, and I have been advised — I think quite sin- 
cerely — that the use o£ waivers to enable a revenue agent or 
the revenue agents in charge to catch up on their schedule 
has no official sanction. The official view is unfortunately far 
removed from the field, however, and it is the revenue agent 
and not the Commissioner who walks around with his pockets 
stuffed with 872’s. 

It seems idle to talk of the taxpayer’s right to consent or 
not consent as he pleases. I’ve known of hesitant taxpayers 
who have been threatened with jeopardy assessments. To my 
knotvdedge, the threat has never been carried out, probably 
because the threat in itself was enough. 

What is the cure for this situation? It seems to me that as 
the evil is an administrative one, the cure is probably an 
administrative one, too. I think the Bureau should bar the use 
of Form 872 in all cases where the examination is incomplete. 
It may sound as though the cure is worse than the disease and 
that there will be a shift from the consent waiver to the 
ninety-day letter or to the use of Form 870, but in those cases 
the taxpayer has no legitimate complaint; they are the outcome 
of an examination. 

This discussion has been based on the assumption that the 
improper use of Form 872 is the result of the revenue agent 
in charge being behind schedule, and that again is an admin- 
istrative problem. It would seem that the efficiency of the 
Bureau would be improved by insisting that the work in the 
field should be completed within the time laid down by law. 
There is no justification for extending that time by obtain- 
ing a consent which results in the taxpayer’s exercise of a 
“Hobson’s choice.” 



CHAPTER XXIII 


PENSION AND PROFIT-SHARING PLANS 

Meyer M. Goldstein 
Pension Planning Company 

F irst, I want to say that a little perspective is helpful 
when we stop to think that the total number of plans in 
this country before World War II was only about one thou- 
sand, after some seventy-five years of history on that subject in 
the United States. 

During the few war years, we added approximately eight 
thousand new plans, so that there are probably few fields of 
taxation where the Bureau has had thrust upon it so suddenly 
so much new work to do. All of us, having lived through that 
period, know what a magnificent job was done in getting out 
from under that terrific load. 

The second point to remember is that this is a technical 
subject, in which Congress laid down certain principles, but 
then left so much to the discretion of the Commissioner because 
there wasn’t time to consider properly all technicalities in the 
1942 hearings, prior to the passage of the Act. That was all 
that Congress could do. Nevertheless, it meant that instead of a 
lot of things being clearly thought out in the law, the Com- 
missioner had to make up his mind on a lot of these things. 

As a result the policy of decentralization was worked out. 
This was the only way to solve that mass of accumulated work, 
and considering everything, in my judgment it has been done 
magnificently. 

As a result of decentralization, however, certain special prob- 
lems have developed. Some are perhaps unique to the pension 
field. Others apply to other forms of taxation as well. 
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Now, what are some o£ the problems? The first one is per- 
fectly obvious, and that is, that we don’t get uniformity of 
administration. That’s one of the prices we pay for some of 
the advantages of decentralization. Now, let’s be practical. What 
can we do to get the advantages of decentralization, and over- 
come the important disadvantage of nonuniformity that exists 
in some areas? 

By and large, we find fine administration in a great many 
spots in the United States, but we don’t find equally fine 
administration and equally uniform administration throughout 
the United States. 

Well, as matters stand now, if you go before one of the local 
revenue agents, or to a bigger area where they have to have a 
conferee set up in this field, and you don’t see eye to eye with 
his point of view, where do you go from there? You don’t have 
that same easy flow that you get in other fields of taxation. 
My suggestion is that there should be created that easy flow, 
so that the taxpayer can automatically ask for a conference. 

I suppose the conference would be with a representative of 
the Pension Trust Division from Washington. It seems to me 
that it would be better if the Pension Trust Division had 
traveling men going all over the United States to the taxpayers 
rather than having all the taxpayers run to the Pension Trust 
Division in Washington. 

It might be done both ways, however, depending on all the 
facts and circumstances. But in any case, the taxpayer ought 
to be able to ask for, and get, his formal conference with some- 
one who is closer, perhaps, to broad policy on some questions 
in which there has been a natural difference of opinion, be- 
cause we have another unique thing here in this tax law. 
It’s social legislation mainly when you talk about Section 165 
of the Code. But it’s dollars and cents when you talk about 
23-P, so that you get a lot of mixed confusing ideas. When the 
taxpayer is seeking approval under Section 165, which is all 
that you get a ruling on from the revenue agent, some revenue 
agents feel very strongly on the question of vested rights, and 
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some feel very strongly on the question of maximum ceiling 
while other agents feel very strongly on the question of partial 
termination. And so on. The agents generally are able, con- 
scientious men doing their duty as they see it, but there are 
honest differences of opinion, as to the intent of Congress, 
and w^e know that those differences of opinion of the field 
agents are quite different from the opinions held by the Wash- 
ington Pension Trust Division in some cases. 

In other words, there is not uniformity of treatment, and 
the concrete way to help get it is to get that easier automatic 
flow of conferences. Now, this question of lack of uniformity of 
administration due to unpublished rulings also has its impact 
in this pension trust field, because the taxpayer doesn’t know 
the basis of the revenue agent’s decision, and hence is unable 
to clear up differences between the agent’s point of view and 
that of Washington’s Pension Trust Division with reference 
to those unpublished rulings. 

The next question arising out of decentralization is the speed 
of rulings. Some sections of the country are more abreast of 
their regular work than others, and my suggestion is that the 
Bureau require of the revenue agent that he give his opinion 
to the taxpayer, good, bad, or indifferent, within a specific 
time from the time he gets the application for the ruling on 
the case. 

Let’s say sixty days. In other words, if the taxpayer makes 
application under a new plan, or under an amendment of an 
existing plan, or for total termination, or partial termination, 
then he would get his answer back from the local revenue 
agent in sixty days and get a conference with the local revenue 
agent inside of thirty days thereafter, if the ruling is adverse. 

Now, that may mean that at certain times, being highly 
seasonal, the Commissioner may have to allocate more men to 
this work. Unfortunately, it’s not a revenue producing job 
under 165. It’s a revenue saving job under 23-P as to claiming 
too much of a deduction, but nevertheless, there it is. We have 
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the tax law, and as long as we have it, we want to administer 
it properly and we have that problem. 

The matter of timing is very important when you’re dealing 
with anything that has a deadline. Let’s take an example of a 
new case. Say, a company is on a calendar year basis. Now, of 
course, they ought to make application for a ruling, we under- 
stand, on January i, 1949, for a plan that’s going to go into 
effect, say the following December 31 of 1949, in order to have 
plenty of time for a ruling. But being businessmen, we know 
that taxpayers do not do this. 

Unfortunately they wait until well on into their tax year. 
Hence, say that the taxpayer does not submit his application 
for ruling until October 1 and copies go to Washington, then 
get back to the field maybe on October 10. Then the field man 
has twenty, thirty, forty, or fifty cases ahead. Worse than this, 
I have had one revenue agent tell me that his deal with his 
local agent in charge permitted him to work on pensions at 
home in the evenings, and on Saturdays and Sundays, because 
he did not want to lose his contact with regular tax work 
during the week. That is his point of view. 

But look what it does to the taxpayer. You come up against 
a point which, in effect, violates the intent of Congress as 
stated in the law. Congress said we could have seventy-five days 
from the end of the tax year in which to make any amendment 
of any case and still get credit for the previous tax year. 

So in other words, on a December 3 1 tax case, we would have 
until March 15 of the following year. Well, if we don’t get a 
ruling by December 31 from the local revenue agent, and we 
don’t get it until the January or February or even close to 
March 15, the taxpayer is under duress. He is on the spot. 
He’s got to take any of the pet ideas of this local revenue 
agent whether he likes them or not — or else forfeit his ruling 
within the seventy-five days. 

The result is that there are some revenue agents throughout 
the country who think they are right on certain points because 
so many taxpayers have conceded to their view. They do not 
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realize that the reason that many taxpayers have conceded to 
their point of view is that they had a time problem. They ivere 
up against it. It was a take-it-or-leave-it proposition, and no 
taxpayer wants his deadline of seventy-five days after the end of 
the tax year to go by on a new case without some sort of an 
approval. So he’ll pay the price and he will give in on some- 
thing that he knows very well he could get through Wash- 
ington on regular uniform administration — if he had time to 



CHAPTER XXIV 

THE TAXPAYER’S DILEMMA IN REFUND CASES 


Sydney A. Gutkin 
Member of New Jersey Bar 

T he INGENUITY o£ tax counsel in the handling of family 
partnership cases, until recently chafing under, and shackled 
by, the combined and painful impact of the Supreme Court 
decisions in Commissioner v. Tower/ Lusthaus v. Commis- 
sioner/ and Dobson v. Commissioner/ finally found itself 
somewhat liberated by a dual circumstance. 

One was the passage by Congress of Public Law 773 (H.R. 
3214), signed by the President on June 25, 1948, which pro- 
vides that Tax Court decisions shall be re viewable upon appeal 
to the same extent as similar decisions of the District Courts of 
the United States, in effect repealing the Dobson rule.^ 

The other circumstance was the decision of tax counsel to 
avoid the Tax Court and to resort, wherever possible, to the 
technique ,of having the taxpayer: (1) pay the deficiency, (2) 
file a claim for refund, and finally, (3) institute suit in the 
United States District Court for the amount claimed. The basic 
advantages in pursuing the latter procedure were considered 
to be the stopping of interest upon payment of the deficiency, 
the earning of interest upon any amounts ultimately refunded, 
and the availability of a trial by a jury consisting of the tax- 
payer’s peers, wherever a jury trial was desired and demanded. 
The last element has, in many quarters, been considered the 

132711.8.280(1946). 

2 327 U.S. 203 (1946). 

S320 U.S. 489 (1943). 

4 See I.R.C., §1 141(a). 


218 



THE taxpayer’s DILEMMA IN REFUND CASES §19 

most important, it being thought a sine qua non to victory 
in a doubtful case that a family partnership be judged by 
twelve men and women, some of whom may have a problem 
of their own akin to that presented to them for decision. And 
it is a well-known fact that taxpayer victories in these family 
partnership cases have been on the upgrade since trial by jury 
in such cases has come into full bloom.® 

There are, however, some administrative difficulties which 
may, if not eliminated, cause vexation to taxpayers, eventuate 
in cross actions between taxpayer and the government, and 
result in much waste of time and money. These can best be 
illustrated by a typical situation. 

Typical Situation 

Let us take the typical family partnership case, involving 
a father, mother, and two children, each of whom has a 25 
per cent interest in the partnership, according to a written 
agreement of partnership. The Commissioner of Internal Rev- 
enue decides not to recognize the partnership, and proposes to 
include in the gross income of the father all the income re- 
ported on the partnership information return as having been 
distributable to the other partners. The Commissioner accord- 
ingly asserts deficiencies in income tax against the father in 
the assumed total amount of $60,000 for the taxable years in- 
volved; he proposes overassessments with respect to each of the 
alleged partners in the respective amount of 1 1 0,000, or a 
total proposed overassessment of $30,000. Upon advice of coun- 
sel, the taxpayer decides to pay the deficiency and eventually 
prosecute his claim in the United States District Court. 

In due course, the mother and children receive a notice on 
Form 493 M, consent to credit, which advises them that the 
income for the years in question originally taxed to them is 
apparently taxable to their husband and father, respectively, 

^ Mallary v. Allen, ^72,615 P-H F. 1947 (D.C. Ga., 1947); Knott v. Allen, F. 
Supp. «[[72, 414 P-H F. 1947 (D.C. Ga., 1947), aff’d, 166 F. (2d) 798 (C.C.A. 5th, 
1948); Hager v. Kavanagh, <172,462 P-H F, 1948 (D.C. Mich., 1947); Riggs v. 
r/iompson, ^72,587 P-H F. 1948 (D.C. Ark., 1948). 
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and which seeks to authorize the credit of their apparent over- 
payments in tax to the proposed deficiency in question. 

In order to expedite the matter and to assuage the sting- 
incident to the payment of an asserted deficiency of $60,000, 
the consents to credit are executed by the family members and 
transmitted to the Commissioner. Thereafter, the signatories 
receive, on Form 7776, certificates of overassessment from the 
Commissioner of Internal Revenue advising each one that the 
taxes assessed for the taxable years involved exceed the amount 
of taxes due from each by the amount of $10,000, and that the 
entire amount of the overassessments has been credited to the 
tax deficiency of the family member. The effect of this, obvi- 
ously, is that the credit of $30,000 reduces the amount payable 
from $60,000 to $30,000. Subsequently, the taxpayers with 
respect to whom the overassessments were found receive, on 
Form 7782, from the Commissioner of Internal Revenue notice 
of interest alloivances on the credits referred to, computed at 
the rate of 6 per cent per annum from the date or dates of 
payment, in accordance with Section 377 1 of the Internal Rev- 
enue Code. These interest allowances are credited in the same 
manner against the aforementioned deficiency, and serve to 
reduce it accordingly. 

Finally, the deficiency taxpayer receives a notice and demand 
for income tax, on Form 17A, from the Collector of Internal 
Revenue. The taxpayer is apprised of the amount of the defi- 
ciency ($60,000), of the amount of interest due thereon ($5,000), 
of the amount of overassessment credits ($30,000), together with 
interest thereon which has been applied ($2,500), and the net 
balance due ($32,500), The taxpayer then transmits his check 
to the collector of internal revenue for the latter amount. 

On the assumption that the taxpayer has filed a timely claim 
for refund with the collector for the full amount of deficiency 
and interest thereon, and that said claim has been disallowed 
or that six months have elapsed since the filing thereof without 
any action having been taken thereon by the Commissioner, 
the taxpayer now institutes his suit against the collector in the 
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District Court of the United States for the district in which 
the collector resides. 


Taxpayer Dilemma 

The filing of a complaint against the collector is premised 
on the common law notion that monies have been illegally 
collected by the collector, and that the plaintiff’s action is to 
recover such monies from him personally. The basic principle, 
therefore, is that payment must have been made to him.® 
Although at first blush it may appear that the entire amount 
of the deficiency and interest, totalling 165,000, has been paid 
to the collector because that was the initial amount set forth 
in his notice and demand, further consideration reveals that 
said amount was reduced by the overassessment credits and 
interest allowances emanating from the office of the Commis- 
sioner to produce the net amount, and this net amount, being 
132,500, was paid to the collector of internal revenue. 

Does this mean that the amounts made the subject of the 
overassessment credits and applied against the deficiency do not 
constitute payment to the collector for purposes of the suit? 
Apparently, that is the import of the Supreme Court’s decision 
in Loiue Bros. Co. v. United States.'^ 

In that case, the Supreme Court was presented with the 
question whether the District Courts of the United States had 
jurisdiction under then Section 24(go) of the Judicial Code (28 
U.S.C.A. Section 41 (go)),® of a suit brought against the United 

6 See Sage v. United States, 250 U.S. 33 (1919); Smietanka v. Indiana Steel Co., 
257 U.S. 1 (1921). 

7 304 U.S. 302 (1938). 

8 Prior to 1921, Section 24(20) of the Judicial Code gave District Courts con- 
current jurisdiction with the Court of Claims over suits against the United 
States when the claim did not exceed |i 0,000. Amendments to the Judicial Code, 
beginning in 1921, enlarged the jurisdiction of the District Courts to make it 
concurrent with that of the Court of Claims, of any suit or proceeding against 
the United States, commenced after the passage of the Revenue Act of 1921, 
for the recovery of any internal revenue tax or penalty or sum alleged to 
have been erroneously or illegally assessed or collected, even if the claim ex- 
ceeds $10,000, if the collector of internal revenue by whom such tax, penalty, 
or sum was collected is dead or is not in office as collector at the time such 
suit or proceeding is commenced. (For the same provisions in the new federal 
Judicial Code, Act of June 25, 1948, Public Law 773 (H.R. 3214), see Title 
28, United States Code, Section 1340.) 
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States to recover income and excess profits taxes in an amount 
in excess of 1 10,000 when the recovery sought was of an over- 
payment of 1917 taxes, effected by crediting against a barred 
deficiency for that year an overpayment for 1918 taxes. The 
facts showed that petitioner had overpaid its income and excess 
profits taxes for igi8, and that in 1924, the Commissioner had 
signed a schedule of overpayments by which he approved a 
credit of a part of the 1918 overpayment, in an amount ex- 
ceeding $10,000, against a tax deficiency of petitioner for 1917, 
the collection of which was then barred by the statute of limi- 
tations. The collector in office in 1924, when the credit was 
allowed, having retired, petitioner brought suit against the 
United States, in the District Court, to recover the amount of 
the credit. The petition alleged overpayment of the 1917 tax 
by reason of the credit, and demanded its recovery. 

In denying recovery on the ground that the District Court 
was without jurisdiction to entertain the suit, the Supreme 
Court pointed out that the obvious purpose of the amendment 
of 1921 enlarging the jurisdiction of the District Court to 
embrace suits against the United States to recover taxes in 
excess of $10,000 if the collector by whom such tax was col- 
lected is dead or out of office, was to permit a substitution of 
a suit against the United States for the suit previously allowed 
against the collector whenever the foregoing conditions were 
present. This, the Court stated, was made evident by the words 
of the amendment which authorize the substitution only when 
the collection is made by the collector when in office. In con- 
cluding, the Court stated, at p. 898: 

As we think it plain that no suit could have been maintained against the 
collector to recover the alleged overpayment, it follows that the District 
Court was without jurisdiction to entertain the present suit. If the 1917 tax 
can be said to have been collected at all, as to which we express no opinion, 
it was collected by the action of the Commissioner in crediting against the 
1917 deficiency the 1918 overpayment. In 1924, the year of the claimed 
overpayment, the collector received no overpayment of petitioner’s tax for 
any year. If the 1917 taxes were then collected it was by virtue of the applica- 
tion to the 1917 deficiency of moneys already in the treasury. The collector 
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was without authority to make such application. It was the Commissioner’s 
approval of the schedule of overpayments which was effective for that pur- 
pose. . . . The certification of the overpayment by the collector to the 
Commissioner, a mere ministerial act, could subject the collector to no 
personal liability. 

It is true that under the statutes of the United States the collector is 
relieved from personal liability except in the case where the District Court 
is of opinion that he acted without probable cause, . . . and that such 
suits against the collector are commonly but a means of collecting the over- 
payment from the United States. . . . But no statute has enlarged the 
collector’s common-law liability to suit, and we cannot ignore the words 
of the amendment of section 24 (20), 28 U.S.C.A. Section 41(20), which, in 
providing for a suit against the United States in lieu of one against the 
collector, make collection by him the sine qua non of jurisdiction. 

The upshot o£ the foregoing is that if the taxpayer has insti- 
tuted suit in the District Court, he may well expect to have 
dismissed for lack of jurisdiction that portion of his complaint 
which alleges payment to, and collection by, the collector of 
internal revenue of the amounts which were made the subject 
of the overassessment credits by the Commissioner. 

Pitfalls for the Taxpayer 

It may be reasoned by the taxpayer, that, inasmuch as the 
District Court has jurisdiction over the suit in so far as it 
relates to the amounts actually paid by him to the collector, 
it may be wise to prosecute it to conclusion in order to reap 
the advantages incident to a jury trial. The taxpayer may deem 
it a matter of caution, to forestall any possibility that suit may 
be barred thereon, to institute a contemporaneous suit in the 
Court of Claims for the amount of the overassessment credits, 
which constitute an account stated by reason of the certificates 
of overassessment previously issued by the Commissioner. It 
may be noted that the Court of Claims has jurisdiction to 
render judgment upon any claim against the United States 
founded, inter alia, upon the United States Constitution, or 
upon any Act of Congress, or upon any express or implied 
contract with the United States.® The taxpayer would thus far 
appear to be on safe jurisdictional ground. 


9 Title 28, United States Code, §1491. 
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But Section 1500 of the new federal Judicial Code prohibits 
the prosecution of a suit in the Court of Claims while there 
is pending in any other court any suit or process against any 
person who, at the time when the cause of action alleged in 
such suit or process arose, was, in respect thereto, acting or 
professing to act, directly or indirectly, under the authority 
of the United Statesd^ This provision under the predecessor 
Judicial Code was effectively utilized by the defendant in New 
Jersey Worsted Mills v. United States^ by way of motion to 
dismiss the plaintiff’s petition to the Court of Claims. It was 
there admitted by plaintiff that at the time the petition was 
filed with the Court of Claims, it had pending in the United 
States District Court for the district of New Jersey a suit against 
the former collector of internal revenue, based upon the same 
claim as the one upon which suit was brought in the Court of 
Claims, and at the time when the cause of action arose the 
former collector was in respect thereto acting under the author- 
ity of the United States. The Court of Claims, upon applying 
the statute to the facts of the case, found that plaintiff was not 
permitted to file its claim in that tribunal and accordingly 
sustained the defendant’s motion to dismiss the petition. 12 
It could be urged, therefore, that the taxpayer may not prose- 
cute his suit in the United States District Court and at the 
same time have his petition entertained by the Court of Claims. 
If he does not file a petition in the latter tribunal, he runs the 
risk that any cause of action of which it has jurisdiction may 
be barred by the statute of limitations prior to the time when 
his cause of action in the District Court has been completely 
terminated. Inasmuch as every claim of which the Court of 
Claims has jurisdiction will be barred unless the petition 
thereon is filed within six years after such claim first accrues,^^ 
risk in that regard is not entirely imaginary. A six-year period 

10 See §154 of the former Judicial Code (28 U.S.C.A. §260). 

80 Ct. Claims 640, g F. Supp. 605 (1935). 

12 To the same effect, see Joyce v. United States, 98 Ct. Claims 427, 32 A.F.T.R. 
1681(1943). 

13 Title 28, United States Code, §2501. 
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is not an inordinately long period o£ time for a suit to proceed 
from beginning to end in the District Courts of the United 
States, taking into account the normal number of delays inci- 
dent to the filing of pleadings, the making of motions and 
requests for postponements, the conduct of the trial, and the 
prosecution of appeals. 

Suppose, on the other hand, that the taxpayer has success- 
fully concluded his suit in the District Court and has been 
awarded a judgment against the collector in the amount actu- 
ally paid to him. What about the amount of the overassessment 
credits? 

If he forthwith institutes suit against the United States on 
the certificates of overassessment in the Court of Claims, it is 
true that Section 1500 of the new Judicial Code would have 
no application, because no suit would at that moment of time 
be pending in any other court. But could it not be urged by 
the defendant that there has been a severance of issues by the 
taxpayer, that he could have filed a petition in the first place 
in the Court of Claims to embrace the entire action, that he 
has already had a day in court with respect to the same issues, 
and that his petition ought therefore to be dismissed? In re- 
sponse thereto, the plaintiff could argue that any severance of 
issues was caused by the defendant, that plaintiff was entitled 
as a matter of right to bring suit in the District Court and 
demand a trial by jury, that pursuant to Title 28, United States 
Code, Section 2402, jury trial is denied in actions against the 
United States, and that the parties to the suits are different, 
the collector being defendant in the United States District 
Court and the United States being defendant in the instant 
cause. Without deciding whether the Court of Claims would 
grant a motion to dismiss the petition, let us assume that 
such a motion would be denied.^^ 

What defense would the United States interpose to the 

’4 The Supreme Court has held that a judgment against the collector in a 
District Court to recover a portion of taxes paid, not being a judgment against 
the United States, is not a bar to a subsequent suit against it in the Court of 
Claims for the balance paid. Sage v. United States, supra, note 6. 
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claims asserted by the taxpayer based on the certificates of over- 
assessment? It is reasonable to assume that the defendant might 
plead payment by reason of the application thereof to the total 
tax deficiency asserted by the Commissioner. Would it not 
appear from the notice of deficiency, certificates of overassess- 
ment, and notice and demand for income taxes that the tax- 
payer’s asserted deficiency was $60,000 and that the actual pay- 
ment to the collector was $32,500, after crediting against the 
asserted deficiency the amounts which the related taxpayers 
consented to have credited in his favor? It would then be 
incumbent upon the plaintiff to show that no deficiency ever 
existed against him, that the alleged application of the over- 
assessment credits to his deficiency account was abortive, and 
that the monies represented by such credits are due and owing 
to him. The Commissioner might proffer the argument that 
there was no account stated as between the taxpayer and him- 
self, that any such account stated existed only between the 
Commissioner and the taxpayer’s family members, in whose 
names the certificates of overassessment were initially issued. 
And the taxpayer might counter that with some other 
argument. 

Alternatives and Conclusion 

It is not our purpose to exhaust the tortuous and myriad 
avenues into which cross pleadings and counterarguments may 
lead the parties. It is sufficient if it be noted that there are 
many obstacles which confront the wary, and many pitfalls to 
ensnare the unwary, where a taxpayer desires to pay his tax, 
file a claim for refund, and institute suit on the claim, in a 
typical family partnership case. Two alternatives are, however, 
available to eliminate the risks hereinabove discussed. 

The taxpayer, where his tax deficiency has been reduced by 
the application of overassessments credits emanating from his 
family members, might institute suit against the United States 
in the Court of Claims for the entire amount of the payment, 
consisting of cash actually paid to the collector of internal 
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revenue plus the amounts represented by the certificates of 
overassessment. The disadvantages to this procedure, however, 
are that trial by jury is lost, and that the proceeding may be 
more costly than if instituted in the District Court by reason 
of the requirement of the Court of Claims that pleadings must 
be printed. 

If the taxpayer desires to proceed in the District Court, he 
should pay the entire amount of the deficiency to the collector 
of internal revenue and his family members should be in- 
structed to seek refunds of their overassessments, rather than 
consent to the credit thereof to the taxpayer’s deficiency. It 
may be that the taxpayer may not have sufficient funds to pay 
the entire deficiency and that he wishes to await the refunds 
to his family members so that he may utilize their funds. This 
would unquestionably delay the disposition of the matter. The 
taxjDayer would be wise, in this latter situation, to make every 
effort to raise the money through some other means. Failing 
this, he might institute suit on the amount which he actually 
paid to the collector, and assume the risk of concluding suit 
within the period of limitations applicable to proceedings or 
claims in the Court of Claims. 

It is submitted that the elimination of the whole problem 
would have a very salutary effect upon the administration of 
our revenues, as well as upon the attitude of taxpayers toward 
the Bureau of Internal Revenue and the collector’s office. The 
layman finds it difficult to comprehend why the United States 
government should be in a position to receive monies with 
both hands and to effect refunds with only one hand. 

In economic essence, is not the crediting of the overassess- 
ments tantamount to payment? If the credits were not applied, 
would not the collector be under duty to collect the entire 
deficiency? By the application of the overassessments, is not the 
taxpayer’s account in the collector’s office credited and reduced 
thereby, making a corresponding reduction in the amount to 
be actually collected by the collector? Should it be necessary 
to require a physical transfer of cash, because a common law 
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concept lias been thus far perpetuated in our jurisprudence 
relating to internal revenue laws? 

It is submitted that attention be directed toward the formu- 
lation of legislation to vitiate this remnant of our common law 
days. The matters of taxation and its collection and administra- 
tion are intensely real. And there is no reason why the situation 
should not, and cannot, be brought from the realm of archaism 
into realism. It is thought that proper cooperation among tax- 
payers, taxpayers’ counsel, and representatives of the Treasury 
Department, should be sought and utilized in the effectuation 
of that result. 



CHAPTER XXV 


VOLUNTARY DISCLOSURE POLICY 

Boris Kostelanetz 
Corcoran & Kostelanetz 

*""1 'HE PRINCIPLES of voluntary disclosure are universal 

and as old as tax collection. It is not our function as practi- 
tioners to pass on the essential morality of forgiving felonies by 
confession. It is sufficient to say that a former Chief Counsel of 
the Bureau of Internal Revenue has characterized the policy as 
being “good business” from the standpoint of both the govern- 
ment and the taxpayer. 

Since application of the policy creates many problems, it 
would seem that a taxpayer contemplating disclosure should 
be in position to go to some authoritative source and thus be 
able to determine in advance what the answers to his questions 
could be. We do it every day in the law by looking up cases 
and authorities, and if we, as lawyers, cannot give a client an 
unequivocal answer, we can at least learnedly speculate as to 
what a court should decide. This effort seems useless when it 
comes to the voluntary disclosure doctrine. The Lustig case 
(163 F. (2d) 85, C.C.A. (2d), 1947) stands squarely for the propo- 
sition that a court will not review this administrative policy 
of the Treasury Department. Accordingly, we can be guided 
only by individual experiences, and since such experiences are 
unrecorded in either law books or periodicals, we speak only 
from our own knowledge and from what our colleagues tell us. 

It seems that subordinate officers of the Bureau, who also do 
not have the benefit of an official clarification, have taken the 
position by and large that they are the Bureau’s advocates and 
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generally have construed disputed questions against the tax- 
payers. They have even gone further. For instance, they have 
repudiated a portion of a public statement made by a former 
Chief Counsel. As far as I know, however, the repudiation was 
not publicly clone. 

It is clear that if the basic reason for the existence of the 
voluntary disclosure doctrine is that of bringing in revenue, 
the policy should be liberally administered. I for one feel that 
the important elements of disclosure are the conscious waiver 
of constitutional rights against self-incrimination, the revela- 
tion of fraud, and the attendant contribution to the revenue. 
If the policy is worth while at all, there is no reason why such 
a disclosure by a taxpayer should be discouraged. There defi- 
nitely should be no reason why a taxpayer who has placed his 
head in the lion’s mouth by making a disclosure should there- 
after lose it by a technical and narrow construction of the 
policy. While rights of property are properly delineated in the 
law, it seems almost inconceivable that a matter as important 
as the liberty of a person is not so delineated. Yet that is the 
precise status of the voluntary disclosure policy; its narrow or 
technical view coupled with the impossibility of review in the 
courts raises a serious question as to whether the policy is 
worth while in the first place. 

I say seriously, either let us have a voluntary disclosure policy 
which all of us can understand, or if that is impossible, let us 
consider whether it should or should not be abandoned. 



CHAPTER XXVI 


RULINGS 

Martin M. Lore 
Member of New York Bar 

T he subject of rulings is one that is near and dear to 
the hearts of taxpayers. Nowadays federal taxes represent 
an important part of the net financial effect for the parties 
involved in a given transaction. I could go into a discussion 
of the scope of rulings, the types of situations in which a 
ruling can be obtained, and those in which the Bureau will 
refuse to issue a ruling, etc. But I am going to confine my 
remarks here to the use of Bureau rulings in connection with 
actual tax controversies. 

Not all rulings of the Bureau are published; in fact most 
of them are not. The ones that are published are those which 
the Bureau feels are of general interest, either because they 
involve a novel question, or because they cover something 
that has never before been treated in any published ruling, or 
for any other reason. It is also the policy of the Bureau to 
publish any ruling which modifies or revokes a previously pub- 
lished ruling. 

It has been suggested that all rulings ought to be published. 
It is questionable whether the advantages to be gained here 
warrant the terrific burden that would be placed upon the 
Bureau and its personnel, and whether the available manpower 
could not be more effectively employed in enforcement activ- 
ities and other administrative functions. Others have suggested 
that at least all G. C. M.’s should be published, but even here 
the unpublished G. C. M.’s are presumably of little general 
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application, at least in, most cases, and with the vast amount of 
reading matter turned out by the legislative, judicial, and 
administrative gristmills, such an innovation would probably 
not be welcome to many practitioners who are already hard 
pressed in keeping up with the ever increasing flow of tax 
matter. 

I believe, however, there is a point to be made, and that is 
that whatever is unpublished, and therefore not available to 
taxpayers generally, the so-called confidential unpublished rul- 
ings, should not be used by internal revenue agents, conferees, 
or technical advisors in disposing of controversies. It is very dis- 
heartening to be informed by an agent that your position 
sounds quite tenable, but that in view of a confidential un- 
published ruling he must decide against you on the issue. It is 
like trying to fight an invisible man. You feel that if you could 
only see your adversary you might be able to lick him. The 
Bureau recognized this in the change in procedure recently 
inaugurated whereby a taxpayer is now notified in any case 
in which a field office receives technical advice from Wash- 
ington and the taxpayer is given an opportunity to have a 
conference in Washington. 

An unpublished ruling is sometimes given greater weight 
than a published ruling. In the case of a published ruling you 
can study it, compare the facts, argue as to which are its salient 
features, and the applicability or nonapplicability of the ruling 
to your situation. In the case of an unpublished ruling you 
cannot do that. Perhaps the ruling is inapplicable. Perhaps 
the agent has patently misinterpreted it. You have no way 
of satisfying yourself that none of these events has occurred. 

Occasionally in the technical staff a few sentences will be read 
from an unpublished ruling, perhaps to show the line of 
reasoning. This is embarrassing -from the standpoint of the 
government’s representative, and often very elusive so far as 
the taxpayer is concerned. It is akin to a quotation in a brief. 
The impression conveyed may be quite different from that 
obtained from a reading of the passage in its context. 
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The government is not totally unaware of this predicament. 
In fact the Bureau states that no unpublished ruling is to be 
cited or relied upon by any of its officers or employees as a 
precedent in the disposition of other cases. Recently the Bureau 
even changed the name of confidential unpublished rulings. 
They are now known as advisory memorandums, numbered in 
sequence. Apparently the idea is to regard these advisory 
memorandums more or less in the nature of interoffice memo- 
randa. The fact remains that in actual practice they are relied 
upon and do form the basis of action in other cases. If they 
are not to be published it would seem that a greater effort 
should be made by the Bureau to prevent their being used by 
agents and others as precedents for disposing of cases believed 
to be similar. 



CHAPTER XXVII 


ACQUIESCENCE BY COMMISSIONER IN TAX 
COURT DECISIONS 

Vincent H. Maloney 
A Ivor d ir A Ivor d 

O NE of the most important giiideposts for federal income 
tax practitioners is the action taken by the Commissioner 
of Internal Revenue after a decision in favor of the taxpayer 
has been handed down by the Tax Court. As soon as possible 
after such a decision, the Commissioner announces that he 
acquiesces or he nonacquiesces in the result. 

This announcement is made in order to create a precedent 
which can be relied upon by Bureau officials in disposing of 
other cases. It is a very useful device because it avoids the 
necessity for protracted disputes on settled issues and it helps 
to dispose of cases more rapidly than would otherwise be 
possible. 

I think the practice might well be extended to District Court 
decisions and perhaps to decisions of the Circuit Court of 
Appeals. 

In the case of a device such as this, which is so helpful, why 
should tax practitioners have any complaints? They do com- 
plain very often. The usual burden of their complaint is 
that a Bureau official has seized upon an immaterial factual 
difference between the decided case and the case before him 
as a pretext for not following the acquiescence and deciding 
the issue in the taxpayer s favor. In the official’s defense, it 
should be pointed out that there are often valid grounds for 
an honest difference of opinion as to the materiality of par- 
234 
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ticular facts. If the Tax Court decision leaves any doubt as to 
the material facts upon which the result turned, a conferee 
cannot be blamed for refusing to concede the same result under 
different circumstances. This attitude, however, often produces 
a stalemate which should be avoided, if possible. 

There is a remedy which would help to dispel uncertainty 
in the minds of Bureau officials in many of these cases. After 
a decision adverse to the Commissioner has been issued by the 
Tax Court, the legal staff of the Bureau has the responsibility 
for recommending whether an appeal should be taken to the 
Circuit Court or whether the Commissioner should acquiesce 
in the decision. The recommendation is supported by a memo- 
randum explaining the significance of the decision. Any such 
memorandum must of necessity set forth the material facts 
upon which the Commissioner’s attorney believes the Tax 
Court’s decision was based. 

This part of the memorandum should be published to ex- 
plain the Commissioner’s acquiescence. If this were done, 
Bureau officials and employees would have a clear and definite 
indication in every case as to the exact circumstances in which 
the Commissioner intends the decided case to be used as a 
precedent. In some cases, this definiteness would prevent a tax 
practitioner from claiming the benefit of an acquiescence. Any 
such limitation of its scope, however, would be well worth 
while if it were accompanied by a greater readiness on the part 
of Bureau officials to follow these precedents in situations where 
such reliance has been clearly authorized by the Commissioner. ^ 
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LAW GOVERNING THE TRIAL OF LITIGATIONS 

Jay Slonim 
Member of New York Bar 

W HAT I want to suggest to you is that there should be a 
change made in the law governing the trial of litigations 
in the Tax Court. To point up the suggestion, let us proceed 
by way of example. Let us assume a situation with which I 
imagine all of us are more or less acquainted. 

Suppose that you are a businessman, a policy-making execu- 
tive in a corporation. And suppose that your concern has run 
into a good year and has made some real money — so that you 
see a chance finally to do some of the things for the good of 
the business that have been popping into your mind from time 
to time. For instance, you have a chance to expand, to mod- 
ernize, and the like. Or perhaps, on the other hand, you have 
been pessimistic rather than optimistic. Maybe you have been 
worried about the possibility of a severe drop in business 
within the next few years, and you have got some unpleasant 
memories of what occurred during the last depression, so that 
you’d like to use this as an opportunity to build up a cushion 
for the company to fall back on if future need arises. 

Ill any event, whether because of optimism or pessimism, 
you do think that now is a good time to start saving up, to 
accumulate something, in order to accomplish the things ivhich 
you have in mind to do for the good of the enterprise. 

Consequently, instead of passing out the profits by way of 
dividends to the stockholders, you cause the corporation to 
hold on to them, to “accumulate” them. 
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So far, so good. 

But then a couple of years later (going along with our 
example) an internal revenue agent comes to your office, and 
makes his examination of the corporation’s tax return. In the 
course of events he notices the accumulation, points to Section 
102 of the Code, and says that he’s afraid that your corporation 
will have to pay the extra tax which can be levied under that 
provision. 

So you call in a tax man, who does the best he can to 
straighten him out. He tries to convince him that “102” does 
not apply — that there wasn’t anything in anybody’s mind 
about helping any of the stockholders duck their surtaxes. He 
tries to make him understand that it really was for the good 
of the business that this accumulation was made. But he isn’t 
able to satisfy him. 

It’s not that the revenue agent simply is trying to make 
trouble for you. You can see clearly enough that that is not 
the cause of the difficulty. On the contrary he seems to be 
sincere, he’s courteous, and he doesn’t run around yelling that 
you are all a bunch of crooks. No, it’s nothing unpleasant 
like that. 

It’s just that you can’t make him see things your way. Why 
not? Well, the way you size it up, at bottom it’s all due to his 
limited viewpoint — a limited viewpoint which blocks him from 
recognizing that the business actually did have occasion for that 
accumulation. 

On top of that, you seem to find yourself running into pretty 
much the same problem all the way up the line, when you are 
dealing with the other government lawyers and accountants 
who are reviewing the matter. Fine, honorable men all of 
them, who no doubt know by heart every provision in the tax 
law, and know all its technicalities inside out. But as a harried 
businessman, it seems to you, the trouble is that they’re tax 
technicians, instead of businessmen. 

Ultimately, this state of affairs has got you pretty well down 
in the mouth, especially because of your growing conviction 
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that if only there were a real businessman among them, he 
would be able to sense instinctively the correctness and the 
truth of your story. 

But then you console yourself with the thought; Well, any- 
how, after all I’m in the United States. This is one country 
where we have a right to a trial by jury, and if we do have 
to go to court about this matter there’s a reasonably good 
chance that there will be somebody on the jury who has had 
to meet a payroll himself. Somebody who knows, from his 
own personal experience, what it means to have to rush around 
trying to get business and trying to keep a business going; 
someone who realizes that a man can’t always dot all the i’s 
and cross all the t’s and go through all that red tape that the 
lawyers and accountants in the government seem to think is 
necessary. 

So you are encouraged by the thought that someone on the 
jury, at least, will understand what your true state of mind was 
and will therefore perhaps bring about a decision in your cor- 
poration’s favor, after all. 

Now that is where you get a rude awakening. (And that, 
incidentally, is where we at last start drawing near the point of 
this rather long-winded example of ours.) For when you men- 
tion your hopes respecting the jury to your tax man, he holds 
up a warning hand and cautions you not to count too much 
on being entitled to have your trial conducted before a jury. 
Fie informs you that in order for a taxpayer to be sure of being 
able to have his tax liability determined by a jury, it is neces- 
sary for him first to be able to raise the money with which to 
pay the tax. To help you understand the picture, he outlines 
to you the procedure which customarily is followed in order 
to obtain a jury trial of a tax controversy: first pay the tax, then 
file the claim for refund, then wait half-a-year, and then finally 
sue the appropriate collector in the United States District 
Court. 

You are aghast at this and exclaim that you can’t do it, that 
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the business has made commitments which have frozen the 
money in the business, and that it would be ruinous for you to 
have to try to raise the money with which to pay the tax now — 
a tax which, worst of all, you feel the company doesn’t actually 
owe anyhow and which it shouldn’t have to pay at all. 

Your tax man then tries to reassure you by telling you that 
even if you cannot afford to pay the tax in advance you still 
can contest the matter in the courts. He says that you can 
thresh the question out in the Tax Court without first paying 
your tax. 

He points out that it is this very feature which — together 
with the likelihood of getting a speedier court decision as a 
result of by-passing the half-year’s delay that is normally in- 
volved in refund suits — is perhaps the chief reason why so many 
tax cases are brought to the Tax Court. But, he warns you, if 
you go to the Tax Court, you cannot have a jury trial. 

That’s the law. And there’s the rub. In other words, although 
your inability to pay the tax does not deprive you of the right 
to litigate the issue, it does operate to deprive you of the right 
to a jury trial. 

This causes you (our suppositious businessman) to wonder 
at the lack of fairness in an arrangement like that. After all, 
you are sufficiently honest with yourself to realize that you are 
probably prejudiced in favor of your own case, and that, there- 
fore, you may be unjustly critical of the people who represent 
the government, and that even if you were to have the definite 
right to a jury trial nonetheless the members of the jury might 
well decide against you, too. But in any event, you would like to 
have the opportunity to have your problem passed upon by a 
jury, and as a general proposition you are impressed by the 
apparent inequity of the existing setup. 

Where, you ask yourself, is the justice in that? Why may a 
man who can afford to pay a tax, have a jury trial — while a 
fellow who cannot afford to pay it, may not have a jury trial? 

Why should a man who wants to avoid the delay which is 
characteristic of the refund method, be penalized by having to 
forego a jury trial? 
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This is a serious deprivation. The opportunity to have the 
facts in his case weighed by an entire jury rather than by a 
solitary judge can be of vital importance to a taxpayer. Just 
how meat a difference it can make has been demonstrated by 
the history of the various family partnership litigations, to take 
merely one type of tax controversy as an illustration. There are 
any number of other kinds of tax disputes whose outcome like- 
wise might well be profoundly affected by having a jury, rather 
than a judge, make the decisions of fact. Yet as things stand 
now the taxpayer who, either because he is short of cash or 
needs a speedy determination, resorts to the Tax Court rather 
than the District Court, loses this valuable privilege of a trial 

by jury. . . 

Why shouldn’t a taxpayer have available to him in the Tax 
Court the same privilege to a jury trial that would be available 
to him in the District Court? 

That is the question that I want to leave with you. Why 
should there not be a law to make it possible to have the issues 
tried before a jury in the Tax Court, just as they may be tried 
before a jury in the District Court? 



CHAPTER XXIX 


LACK OF PROPER DIRECTION OF POLICY 

William A. Sutherland 
Sutherland, Tuttle if Brennan 

T here are two simple cases that I want to put before you. 

Each of them illustrates what I feel to be a fundamental 
fault in the administration of our tax laws. I want to see if you 
agree with me that the mistakes which were made were not 
made by any agent in the field or by any trial lawyer, but by 
persons much higher up in the administration of our tax laws. 
I want to see whether you agree with me that something is 
grievously wrong with the organization of the Commissioner’s 
office and the Chief Counsel’s office when such positions as 
were taken by the government in those cases are permitted to 
be taken to higher courts even if inadvertently they have been 
presented in lower courts. 

The first case is that of Airway Electric Appliance Corpora- 
tion V. Guitteau. Let me simplify the real issue involved by 
reducing the case to figures. A corporation on an accrual basis 
sold an appliance worth |ioo, receiving |io cash and a note 
for $90. Under its arrangement with its distributor, it owed the 
distributor 1 10 as a commission for the sale, but the distributor 
would not get it until the last $10 had been paid by the pur- 
chaser. The Commissioner held that all I90 of the note should 
be accrued as income to the corporation, but the Commissioner 
refused to reduce this income by the $10 which was accrued 
by the taxpayer as a liability to the distributor. It should have 
been obvious to anyone that if this last |io was accrued as 
income, it must of necessity be accrued as a liability since 
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under no conceivable circumstance could the corporation get 
that last 1 10 and keep it. Yet, the District Court decided that 
the Commissioner was right, and the case had to be taken to 
the Circuit Court of Appeals before it was established that the 
Commissioner’s contention was unfounded. The case is found 
at 123 F. (2d) 20 (C.A. 6th, 1941). 

The second case, though not quite so simple, is really not 
very complicated. It involves the additional fault of the Com- 
missioner in having made misuse of a curative statute which 
the Treasury had persuaded Congress to pass in order to save 
the Commissioner from being mistreated by taxpayers. The 
situation to which I refer is that presented by Section 24(c) 
of the Internal Revenue Code. 

Before Section 24(c) was passed, it was a common practice 
for closed corporations on the accrual basis to accrue salaries 
to the principal stockholders and take a deduction for those 
salaries, while the stockholders, being on the cash basis, were 
not required to take into their personal income the amount of 
that accrual. Accordingly, sometimes the situation would go on 
for years with the corporation getting regular deductions for 
salaries, but without the principal shareholders paying any per- 
sonal income tax on those salaries. This was clearly wrong and 
was a loophole which needed to be remedied. The Commis- 
sioner asked Congress to remedy it, and Section 24(c) was the 
result. No one had the least doubt about the reason that Con- 
gvess passed that statute. Yet the Commissioner’s application 
of that section has been so technical and so out of line with 
the purpose for which it was passed, that the statute has been 
used in some cases as a means of denying a corporation the 
deduction while at the same time taxing the taxpayer on a 
salary. 

The situation about which I speak is that presented where a 
taxpayer would have a right to claim a salary from the corpora- 
tion if he wanted to take it, and therefore is taxable personally 
on a theory of constructive receipt. Here the Commissioner 
has taken the position that the taxpayer is taxable on the 
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salary because he constructively received it, but the Commis- 
sioner refuses to recognize that the corporation should have a 
corresponding deduction. Here again is an example of the 
administration of a statute out of line with any sense of fair- 
ness and with the purpose for which the statute was passed. 

The language of the statute did not demand any such unfair 
construction, and I do not think that any such construction 
should ever have been presented to our courts. Yet various 
cases have been taken up through appellate courts, and cer- 
tiorari applied for to the Supreme Court of the United States 
when the lower courts held that the Commissioner could get by 
with what he was doing. Certiorari was denied, and it is now 
necessary to get Congress to pass another special statute to 
correct the result of the Commissioner’s action in applying 
Section 24(c) as he has applied it. 

I would like to read a paragraph or two from an amicus 
brief which we filed in the Supreme Court in one of those 
cases. We had settled the case in which we were interested, 
and therefore had no financial interest in what the court did, 
but we did feel that something was very wrong with the ad- 
ministration and that it ought to be straightened out. 

The voluminous amount of such litigation in this Court is symptomatic 
of the large volume of tax controversy, much of it avoidable, tvhich now 
plagues the Courts, the Treasury and the taxpayer. The present case affords 
an opportunity for this Court to see clearly into one of the chief causes of 
the difficulty, and could do much to alleviate the situation by making a 
frank statement definitely and openly placing a large part of the blame 
where it belongs. The willingness of the Commissioner of Internal Revenue 
to make such an unfair, extreme and unfounded contention as underlies 
the present controversy, illustrates with a clarion air of simplicity unusual 
in the tax field one of the primary causes of the increasing volume of tax 
litigation. 

That is the apparent unwillingness of the person charged with the ad- 
ministration of the tax laws, failure to decide questions constantly presented 
to them and to keep out of litigation questions which sound and fair ad- 
ministration would dictate should not be litigated. Because this evil is so 
clearly posed in the present case, this court wishes, clearly and forcefully, 
to point out the faults in the administrative process, which is defeating all 
efforts to achieve simplicity in our tax laws. 

We believe that such action by this court would have a most salutary 
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effect and that it tniglu greatly restrict the ^>7=°' 
alleviate the burden o( taxpayers. oE the courts and of the Treasu y. 


When we come to the general discussion, I hope that some- 
one in the audience who feels that the cases I have given do 
not illustrate some fundamental faults of administration, will 
speak up and attempt to justify them. 



CHAPTER XXX 


THE NONACQUIESCENCE WEAPON 

Charles W. Tye 
Tax Counsel, Royal Liverpool Group 

T EIE administration of our intricate and volumi- 
nous tax laws is, to say the least, a most difficult under- 
taking. The Bureau of Internal Revenue is charged with this 
administrative responsibility, and I believe it is generally agreed 
that it has done a splendid job. However, the tax profession 
has been unduly hampered by certain administrative proce- 
dures which tend to make difficult, if not impossible, the day- 
to-day rendering of necessary tax advice to clients. 

Specifically, I have in mind the Bureau practice of non- 
acquiescing, but not appealing, important lotrer court tax 
decisions. Although there is a place in our system of taxation 
whereby the Bureau may advise through published acqui- 
escence its willingness to abide by Tax Court and lower court 
decisions, difficult problems are presented to the tax practi- 
tioner where the Bureau refuses to appeal important tax liti- 
gation favorable to the taxpayer, and at the same time refuses 
to be bound by such decisions. It must be realized, of course, 
that it would be impractical for the government to appeal all 
litigation unfavorable to it, and no doubt there are situations 
where nonacquiescence, without appeal, is entirely proper. But, 
if the Bureau forces the taxpayer to litigate matters which 
involve important substantive principles of law, as distin- 
guished from essentially factual controversies, and thereafter 
refuses to appeal but continues to litigate the issue in other 
jurisdictions or before the Tax Court, the tax profession is 
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either forced to follow the position of the Bureau or to em- 
bark upon a contrary program knowing that litigation will 
result. 

I believe the Bureau should either be required to appeal 
decisions involving important substantive law principles, or 
be bound by such decisions. It should not have the option 
to force litigation upon a taxpayer and then to arbitrarily re- 
frain from appealing if the decision is unfavorable. The non- 
acquiescence weapon should be curbed not only to eliminate 
multiplicity of suits, but also to enable the tax profession to 
utilize, with a degree of safety, lower court decisions which 
have not been appealed by the government. 



CHAPTER XXXI 


FINALITY OF ADMINISTRATIVE SETTLEMENTS 

Gerald L. Wallace 
New York University 

T here are some ten thousand administrative settlements, 
in cases involving proposed income tax deficiencies, con- 
cluded each year in the field offices of the technical staff. I want 
to comment upon the phase of those settlements having to do 
with their finality. 

All tax practitioners are familiar with the Bureau Form 870 
which is used in the office of the internal revenue agent in 
charge, in connection with settlements of proposed deficiencies 
there. In signing such a form, the taxpayer waives the restric- 
tions upon the assessment of a deficiency in a stated amount, 
primarily for the purpose of stopping the running of interest. 

It is a matter of common knowledge that despite the filing 
of such a waiver, the Commissioner has the power to assert 
additional deficiencies and not infrequently does so. Similarly, 
the taxpayer may change his mind after the deficiency covered 
in the waiver has been assessed and paid. In that event, the 
waiver does not preclude him from claiming a refund. In other 
words, the ordinary 870 does not represent a final settlement, 
although from a practical point of view, it usually has that 
effect. 

I want to speak, however, of the special form of 870, known, 
as the TS870, which is used in the technical staff. That form, 
like the regular form, involves on the part of the taxpayer, a 
waiver of the restrictions upon the assessment of the stated 
deficiency, so that the Commissioner is free to assess without a 
247 
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go-day letter and without being limited by the other restric- 
tions upon the assessment of a deficiency which are provided 
for in Section 272(a) of the Code. 

Unlike the ordinary 870, however, the form generally in use 
by the technical staff includes additional language by which the 
taxpayer agrees not to file a claim for refund, and upon request, 
to execute a closing agreement. Everybody knows that under 
express provision of the Code, a closing agreement does repre- 
sent a final administrative settlement, binding both the tax- 
payer and the government, but that it is a very cumbersome 
sort of procedure to go through. 

Now, I suppose, ordinarily when taxpayers enter into a 
settlement with the technical staff, they contemplate adhering 
to it, but a lot of things can happen which may lead to a 
change of mind, such as a subsequent court decision against 
the Commissioner in a similar case involving another taxpayer. 

Whether for that reason, or for some other and less laudable 
reason, taxpayers do, from time to time, try to back out of such 
settlements and claim refunds contrary to the express language 
on the form by which the taxpayer has agreed not to file a 
claim for refund. That action has led to a considerable amount 
of litigation in which, notwithstanding the necessary admission 
that the TS870 is not a closing agreement, the government 
endeavors to defeat the refund action on procedural grounds, 
saying that the taxpayer is bound by what he agreed to in this 
special form of 870. 

I don’t propose to go very far into the law involved in these 
cases. In some of them, the issue with respect to which the 
taxpayer is claiming a refund is one which did not enter into 
the negotiations which preceded the settlement. In others, the 
issue on which a refund is claimed, is one which was expressly 
discussed and agreed upon in the administrative conferences 
or negotiations. Another difference exists in the cases. Appar- 
ently in some of the field offices, the technical staff has stricken 
out the language in the form by which the Commissioner re- 
serves the right to assert additional deficiencies. The thought 
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apparently is that you thus have an agreement which possesses 
the element of mutuality, and consequently the taxpayer can 
be held to it on some sort of contractual principle, 

I have not occasion here to analyze the legal questions in- 
volved, or to express any opinion on them, except to say that 
the law is in a very confused state, and it is, therefore, quite 
obvious that litigation is going to continue on this question, 
unless something is done to change the present Code. 

Various recommendations have been made. The 1938 rev- 
enue bill, as approved in the Senate, contained sections which 
would have authorized the execution of closing agreements 
under rules and regulations to be promulgated by the Com- 
missioner with the approval of the Secretary, Under that pro- 
vision, the Commissioner could have delegated the power to 
enter into legally binding settlements of this kind. That pro- 
vision did not become law, however. There have been other 
proposals to confer power upon the head of the staff division 
in the field to bind the government legally by these adminis- 
trative settlements and at the same time conclude the taxpayer 
in accordance with his agi'eement. 

I can’t see anything to be said against that kind of a change. 
The technical staff settlements are conclusive as a practical 
matter on the Bureau side, and I have not been able to see how 
making them legally conclusive would involve any conceivable 
setback to the government’s interest. Moreover, it seems to me 
desirable that if the government is to be bound, the taxpayer 
should be bound too. If such a change were made, you would 
eliminate what is otherwise going to be a very considerable 
volume of future litigation, with results that must remain in 
doubt. 

Both the Secretary of the Treasury and the Commissioner 
have recently indicated that they would be in accord with a 
change in the law which would eliminate the necessity of 
obtaining the Secretary’s approval on some kinds of closing 
agreements. I don’t think such a change would quite meet the 
difficulty that I am talking about, because you would still have 
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the necessity of going through all the usual rigmarole in the 
Washington office of the Bureau, so that settlements in the 
field office of the technical staff might still be lacking in the 
desired finality. 



CHAPTER XXXII 


GENERAL DISCUSSION AT PRACTITIONERS’ 
ROUND TABLE 

Mr. Lasser: Gentlemen, you have heard a quantity of con- 
troversy. At least, we recognize that there are some difficulties 
involved in the administration of federal income taxes. 

The problem of the committee in arranging for this session 
was to make certain that various viewpoints would be expressed, 
or at least that the taxpayers’ gripes would be expressed for 
the benefit of the record. We lately have begun to get an oppor- 
tunity to be able to present criticisms of administration to the 
Bureau and sometimes to a Congressional committee more 
emphatically via a record of this kind. Our great hope is that 
through this medium, we may continue the presentation of 
such criticisms. 

We are now about to start what I hope will be an hour 
discussion by your panel, and by yourselves, if you have any 
question. This discussion period will be conducted by my 
associate, Mr. Chase. 

Mr. Chase: I should introduce this discussion by saying 
that you have heard fifteen different problems discussed by 
fifteen separate individuals. They were constructive criticisms, 
and each of us has contributed what he thinks is a solution 
to the problem. 

For the purposes of the record, however, I think it fair to say 
that there isn’t one of this group up here, or one of the group 
in this audience, who would trade their present practice for 
any other phase of accounting or tax practice. We all recognize 
that in our practice as tax practitioners, we deal with the 
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government of the United States, which is the most pleasant 
kind of an adversary in any kind of litigation. 

Further, for every word of criticism each of us has, many 
words of praise for the tax administration, in the United States 
are expressed. 

Charles D. Hamel: My remarks relate to the criticism which 
was made by Mr. Friedman, with reference to the considera- 
tion of so-called standard issues, where deficiencies are involved 
and Section 722. I should like just to recall a little incident. 
If you will recall the hearings before the Joint Congressional 
Committee, the most frequent criticism that was made was 
the fact that in the consideration of 722 cases, under the pro- 
cedure then existing in the Bureau, standard issues were con- 
sidered with Section 722 and that people in the Bureau were 
using either one or the other as a club to get concessions. 

In other words, they were going through a trading program. 
The criticism of that practice was more general than any 
other criticism, I think, in the hearings before the Joint Com- 
mittee. I think it was one of the very important factors that 
finally led to tlie suggestion, on the part of the Commissioner, 
for the creation of a special group in the Bureau which would 
have jurisdiction solely in 722 issues. 

One of the primary purposes would be to get away, in the 
consideration of 722, from all of the other issues there might be 
in the cases. I had the privilege of serving as the Chairman of 
the Council when it was created, and we did have occasions, 
Mr. Friedman, when a taxpayer came along and wanted the 
standard issues considered in connection with 722. While I 
was chairman, I took the position that we had no objection to 
the consideration of all of those issues together, if a taxpayer 
wanted to do it that way. In so far as we were concerned, we 
could consider only Section 722, but we were willing to give 
our consent to the joining of those issues and letting them be 
considered jointly, and we did so in a number of cases. 

So, I believe that if you make the proper request, if you 
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have a case of that kind where you want to consider all the 
issues, I believe you can get consent. 

Mr. Friedman: Do you mean that the request should be 
made to the Bureau in Washington instead of to the local 
office? 

Mr. Hamel: Well, I think as a practical matter this is the 
way it will work. You go to the revenue agent’s office and you 
tell him you want the issues considered together. If he says 
“no,” under the procedure set up. Section 792 must be con- 
sidered by the Council. If you take it up with the 722 chairman 
in the revenue agent’s office and ask him to get in touch with 
the Council you will probably find it is satisfactory to the 
revenue agent’s office. 

That’s the way it has been done in several cases. They have 
come to me and I have said: “Why, of course. It’s your case, if 
you want it done that way, it’s just one less case for us.” 

Mr. Chase: Any further comment? If you differ with any- 
thing we have said up here, it will add to the constructive 
benefit of this record. Again, if you have questions, we want 
them. 

Paul Seghers: In the main, I agree with your praise of our 
system of government and I join with you in thanking God we 
live under that system, but I do not feel we ever have to 
apologize for criticising the government. I think we have got 
a good government because men in the very beginning were 
willing to get out with a gun and fight the government when 
it was found necessary to get justice. Otherwise, I think we 
would have a whole lot more evils to complain of, even in 
tax administration. I don’t think there is any other branch 
of the government that is as well administered as the tax 
administration, and I think the reason is because there is more 
intelligent criticism of it, and there are more people ready to 
get on their feet and point out any errors and inequities. 

I think there are always a lot of things that are bad and that 
need to be corrected, and we should always remember that in 
criticizing we are not only correcting the evils we complain 
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of, but we are preventing others. We are maintaining our free- 
dom, and every time our freedom is stepped on I don’t mind 
our hollering loud and referring to Hitler and Mussolini, be- 
cause there are instances where the administration and where 
the courts attempt to legislate, and under our form of govern- 
ment, they have not the right to do it. They have sworn to 
uphold the Constitution, and under that they should admin- 
ister the law as it is, and not as the judge wants it to be, and 
so I don’t believe in apologizing for a minute. 

I’m all with Mr. Sutherland: I believe in fighting against 
injustice and talking about it. If we stick together, we’ll keep 
tax administration on its high plane. 

One of the Supreme Court Justices once said that the power 
to tax is the power to destroy, and where there is such a power 
of destruction in the hands of a relatively few men, we must 
fight against anything that gives them discretion. We must 
fight for law and not for whim in determining whether we 
will exist or whether we are going to live. So let’s get plenty 
of criticism and let’s not feel that we have got to apologize 
for it. 

We know we’re proud to live under this government. We’re 
thankful for it. But let’s criticize. They are getting enough 
praise from other sources. 

Joseph Field: My question is very brief. There’s been a 
great deal of criticism of the secret memoranda and unpub- 
lished rulings upon which the Bureau usually seems to rely. 
So many of these are controversial. I wonder why it might not 
also be possible as a further extension of that criticism to try 
and get the Bureau to put its cards on the table when they do 
propose deficiencies, as they used to do ten or fifteen years ago. 

In the old days, we used to come in with the conferee and 
usually with the revenue agent, put our cards on the table and 
say: “Based on these cases, we think we are entitled to this 
decision.’’ But now, when you get the thirty-day letter or in 
your conversation with the agent or with the conferee, it’s all 
a deep, dark secret, and about all you ever get out of them is 
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that this item is not deductible under Section 23-A, Would it 
not be possible to urge the Bureau to go back closer to their 
former procedures of disclosing a little bit more of why they 
believe the tax is owed, in their reports and in their confer- 
ences, in order to get more frankness and handle the whole 
thing and settle it before we have to get to the litigation stage? 

Mr. Chase: It surely would be desirable. Mr. Slonini, would 
you like to comment on tiiat a little further? 

Mr. Slonim: I want to say, in fairness to the Bureau, that 
so far in my own experience with conferees — which, I must 
confess, has been gained largely in the one year which has 
passed since I left government service — they have been quite 
frank in telling me just why it was that they thought such and 
such a thing should be disallowed. 

For example, there is very fresh in my memory a confer- 
ence which I had only about two weeks ago in Buffalo. The 
conferee there was, as I said, extremely frank with me — and his 
actions were entirely consistent with the rest of my experience 
so far this year. 

And, I must add, that likewise was consistent with what I 
had experienced years ago, before I went with the government. 

Mr. Sutherland: I suppose that Mr. Slonim knows the 
reason given by the people in the Bureau. I understand that 
the persons in charge of administration in the Bureau stopped 
making those letters definite because they had been advised by 
the lawyers advising the Commissioner that that was not the 
smart thing to do. These lawyers evidently approached the 
problem not from the standpoint of an effective administration 
of the tax laws, but rather from that of a smart litigant who 
does not want to have his hands bound when he goes into 
court. . 

I feel that a great deal of the trouble we have in tax admin- 
istration has come from a lack of proper direction of policy 
in the Chief Counsel’s Office. For example, take the two cases 
which I mentioned earlier in the evening. I feel confident that 
in those situations the administrators of the tax law did not 
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wish to take the positions that they finally took, but that they 
were directed by their legal advisors to do so. I feel that some 
reorientation in the Chief Counsel’s oiffitce is very necessary. 

I had hoped that some of the criticisms I made earlier would 
provoke some defense of the Bureau’s action in the two cases I 
mentioned. If there is anyone here who wishes to defend the 
Bureau’s action I would certainly like to hear it. 

Mr. Chase; Mr. Gardiner. Mr. George Gardiner is with the 
Bureau, Third District, New York, in charge of Pension Trust 
Division. Will you please take the mike? 

Mr. Gardiner: I just want to say that the criticism of the 
revenue agent’s reports, in not putting anything more in his 
report than is required, is necessary, because that report is 
an exhibit before the Tax Court, and the revenue agent can 
destroy the whole thing if he writes a lot of details. 

Mr. Chase: Well, that begs the question we’re raising. 

Mr. Fernald: I think this comes right down to the point of 
an unwillingness to put the cards on the table, an unwillingness 
to have the reasons for the Bureau’s actions disclosed to the 
taxpayer, a lack of confidence in the work of the agent and 
of the Bureau, so the Bureau is not willing to have its acts 
and the basis for them publicly disclosed. 

I do not think that is the way to get good administration. 
I think that the government, if it expects to win the confidence 
of the taxpayers, must be ready to have the acts and reasons 
of its subordinates subject to careful scrutiny and must be 
ready to withstand any attack against errors. 

Mr. Gardiner: I wouldn’t agree with that, because I know 
that anybody who goes into conference and goes into the Tax 
Court, gets all of the discussion on all the facts of the issues of 
law ail brought out. But, if you’re going to take a document 
to a tax court which is an exhibit, the government has to pro- 
tect itself in what it puts in that document. It can’t leave itself 
wide open and have someone destroy the issues. 

Mr. Fernald; If an issue is properly raised what is there to 
destroy? If it is in error, why should it not be destroyed? 
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Mr. Gardiner: The Bureau has the problem of administer- 
ing the tax law, and we have a Code. That’s all we have. We 
only have to prove that the deduction is not deductible under 
the Code, that’s all. 

Mr. Fernald: In other words, the taxpayer cannot have con- 
fidence in his Bureau then, can he, if it is going to stand 
opposed to him and protect itself. If so, the taxpayer can not 
expect to get justice within the Bureau, but he must go up to 
the courts and ask the courts to stand behind him to support 
him against the administrative power of the government. 

Mr. Gardiner: No, it is a matter of administration, and you 
can’t bring out the whole issue and everything in detail in the 
documents to be used as a basis for a suit. 

Mr. Chase: Well, that seems to be the problem directly at 
issue. 

Mr. Seghers: My first comment is that I heard something 
that I never expected to hear a government man say, that the 
government must prove that something is not allowable. My 
understanding of the law of which I have been reminded many 
times by government men is that they don’t have to prove 
anything. 

By fiat they are always right and the taxpayer can only 
escape if he proves his side. Now, I have had the actual experi- 
ence in a deficiency notice, of having the Bureau state that an 
item was not allowable under a section as a deduction. In 
order to contest that it was necessary to imagine what grounds 
the government ^vas basing it on. It meant that in filing a 
petition there was no joined issue. 

I think that Congxess should demand that the Bureau do 
exactly what ^was intended, that when the taxpayer goes into 
court that the issues should be joined. The Commissioner 
should state why he thinks the tax is due. That is especially 
true since the Commissioner has the presumption, of correct- 
ness. If he is presumed to be correct, at least he should state 
what his reasons are, or at least what is the background, and 
not merely a mere conclusion that you owe the tax. 
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Many deficiency notices today, in effect say, you owe this 
much tax because you owe it, period. I think that it is a great 
wrong not to disclose the truth as to why it is due. Of course, 
that method makes it easier to xvin a case. If I could go into 
court for my taxpayer and anything I said was presumed to be 
correct, why, I would simply say, “I don’t owe any tax,” and 
let you prove that I owed it. 

But unfortunately that isn’t the law. You go in and say, ‘‘You 
owe this tax,” and it is presumed correct. Now, if you are going 
to have the weight and the benefit of that presumption, you 
certainly should disclose on what it rests, especially since you 
are not supposed to be an advocate for revenue, but one who is 
attempting to obtain justice and determine what is legitimately 
due from the taxpayer. 

I don’t think it is a matter of tricky procedure. Certainly, 
as I say again, an advocate who can go in and conceal all of his 
grounds and simply say, “You owe the tax,” and have a pre- 
sumption in his favor, if he is only interested in winning cases, 
that is all right. But if he is trying to find out what is just, it 
isn’t all right. 

Mr. Diamond: Frankly, I don’t know why I should be speak- 
ing for the government, since I am no longer on its payroll 
and am not getting paid for what I shall have to say. 

One cannot be in the government service for nearly a decade 
and not come away with definite impressions concerning the 
problem underlying our discussions today. The entire problem 
just mentioned has fundamental roots that should be con- 
sidered. Notwithstanding my maverick remarks at the opening 
of my formal speech, I do realize that as long as there are many 
different human beings in the Bureau of Internal Revenue rvho 
make decisions, there are going to be many human problems. 

Parenthetically and by way of digression only, one of the real 
reasons why we have many of these surface difficulties, is that 
contrary to what many believe, appropriations for the Bureau 
of Internal Revenue are still too low. Coming back to the 
question of relationship of the Bureau and the taxpayer which 
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we are here discussing, I think there are several fundamental 
things to be kept in mind. 

In the first place, let us disabuse ourselves of the theory that 
the Bureau people know or should know more what the law 
is than what the taxpayers themselves say the law is. In other 
words, the Bureau many times is just as much in the dark as 
the taxpayers themselves. The words are the words of Congress, 
and many times the men in the Bureau are just as much con- 
fused as their adversaries on the outside. Often they do not 
have any better or more esoteric understanding of the words 
than the taxpayers or their representatives. 

Secondly, I think that the next thing to disabuse ourselves 
of is this: The government stands in a unique position, namely 
it is buffeted by contrary and conflicting notions of taxpayers. 
We talk here today as if all taxpayers agree on what the law is 
or what it should be, and consequently, it is so easy to give the 
Bureau the devil for being allegedly inconsistent. 

Actually, there are as many notions of what the law is, or 
should be, as there are taxpayers. 

For example, I am confident there is no one in this audience 
who would have agi’eed that a claim for refund of income, 
estate or gift taxes filed more than three years from the date 
of the return or more than two years from the date of pay- 
ment could ever be timely. Yet some taxpayers were willing 
to argue that such claims could be filed, in certain instances, 
within four years from date of the return. For reasons yet un- 
fathomable, they got District Courts and Courts of Appeal to 
agree with them and it took a decision by the Supreme Court 
of the United States {Jones v. Liberty Glass Company, 330 
U.S. 850) to knock them all down and point out that the en- 
tire controversy was in effect nonsensical. 

I admit there are many instances where the Bureau repre- 
sentatives do the same thing but I know such action is not 
born of any deep-seated desire to harass taxpayers or merely 
to be arbitrary. Whereas each taxpayer generally protects his 
own interests only, the Bureau does in a real sense protect the 
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interests of us all. What may appear harsh and unjust in an 
individual case or in a class of cases may in fact be salutary for 
the public generally. 

I think the time is in the making when we shall establish 
opportunities for a long and honorable career in the Bureau. 
When we do that and pay men enough money so that they will 
be willing to stay in the Bureau and not have to rely on other 
sources of income, good or bad, many of these problems will 
disappear, including this problem of the Bureau, the Treasury, 
and the Department of Justice, many times being afraid to 
put all their cards on the table. 
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GENERAL APPRAISAL OF STATE INCOME TAX 
ADMINISTRATIVE PROBLEMS 

Richard W. Lindholm 
Michigan State College 

T he problems of good state income tax administration 
are also the general problems of administering any govern- 
ment activity. The primary requirements are therefore a well- 
written law and competent personnel who are largely free from 
political pressures. 

What I have to say regarding income tax administration will 
be better understood if at the outset I state some of my general 
prejudices. First, I believe that a tax should be collected so 
that the taxpayer is as little aware of the tax as possible. To my 
way of thinking, a hidden tax possesses an administrative ad- 
vantage over a tax not hidden. Second, I favor a tax which a 
taxpayer can pay ivith as little trouble as possible. Simplicity is 
desirable even though it may result in some injustice. Third, I 
believe that a tax directly related to the provision of a govern- 
ment service is to be preferred over one only indirectly related 
to the taxpayer’s welfare. The popularity of the state income 
tax has been reduced and its administration weakened because 
the tax has not been hidden, has not been simple, and has not 
been closely related to government services. 

Summary of Administrative Problems 
The first portion of this paper is a summary of the specific 
administrative problems rvhich have developed during the 
approximately thirty years of modern state income tax history. 
26^ 
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These problems in most cases, however, cannot be considered 
unique to state income tax administration. Parenthetically, it 
should be stated that the administrative problems faced in the 
assessment and collection of the state income tax are no greater 
and probably are usually less difficult than the problems arising 
from the assessment and collection of other taxes. The enu- 
meration which follows will highlight the many state income 
tax administrative problems that at one time were considered 
nearly insurmountable, but which are now largely eliminated 
or are well on the way to oblivion. In my opinion, this note of 
optimism toward state income tax problems is deserving and 
appropriate. 

The administrative problems which I will mention are well 
known; they have been discussed at numerous tax conferences. 
In addition, they have been analyzed by special state and fed- 
eral studies, and the solutions which have been recommended 
and adopted are in most cases a part of the general knowledge 
of persons interested in tax matters. It is not my intent at this 
time to re-examine or even to summarize all the problems and 
the recommended solutions but rather to merely pause briefly 
to point up some facets of both. 

1. The protection from political pressures of the personnel actually 
engaged in the administration of the state income taxes. 

2. The utilization of other state and local tax data to obtain information 
for the improvement of the assessment and collection of the state 
income tax. 

3. The utilization of federal income information to improve the collec- 
tion of the income tax from income obtained by the taxpayer from 
sources outside the state’s jurisdiction. 

4. The development of allocation formulae that are just and legal to be 
used in the determination of taxable income of a corporation engaged 
in an interstate business. 

5. The assessment of the income of the farmer, the professional man, 
and the small businessman. 

6. The problem of keeping the state definition of taxable income ap- 
proximately the same as the federal. 

7. The collection of income taxes from the small-income receiver. 

8. The auditing and checking of returns, particularly those of the very 
large corporations and the small individual income receivers. 
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g. Double taxation of the income of people working and living in two 
different states or living and owning property in two different states. 

10. Public understanding of the pi'ovisions of the state income tax laws. 
(Even the exclusive readers of the comics are made axvare of the federal 
income tax requirements, but this is not true of the state income tax.) 

11. Inadequate budgets and insufficient job protection which have made 
it difficult for the state dejrartments of taxation to obtain and to keep 
competent personnel. 

12. Finally, the all-important over-all problem of getting nearly all in- 
come reported without spending a lai’ge quantity of public revenues. 

Undoubtedly, other state income tax administrative prob- 
lems of a deep-seated nature could be mentioned; this listing 
of twelve, however, meets the purposes of this paper. 

An underlying basis of many of the remaining state income 
tax administrative problems is the lack of an understanding of 
the importance of adequate public relations. Adequate public 
relations can increase taxpayer cooperation and the accuracy of 
returns completed by the taxpayer or an employed tax expert. 
Adequate public relations can increase the appropriations for 
the administration of the state income tax law. Good public re- 
lations activities can increase the cooperation offered by other 
tax collection agencies, including even the federal government. 
Public relations activities can improve the legislative provisions 
of state corporate and individual income tax laws. Income tax 
administrators cannot expect public support for their legislative 
programs unless the facts are continuously and forcefully 
brought to the public’s attention. If the basic principles of good 
public relations are adopted, the aid which public opinion will 
give toward the solution to state income tax administrative 
problems will exceed the most optimistic expectations. 

Several years ago, it was frequently stated that the federal 
invasion of the low-income tax field would be detrimental to 
the revenues of the states heavily relying upon income within 
these brackets. This is not the basic situation. The federal gov- 
ernment’s development of withholding as a tax collection pro- 
cedure has provided the states with a gi'eat administrative aid 
in the collection of income taxes from low-income recipients. 
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Every state should take advantage of the opportunity and enact 
withholding legislation resembling that of the federal govern- 
ment. In this respect, the municipalities in the establishment of 
their income taxes have been more on their toes than have 
the states in their income tax law remodeling. Oregon has led 
the way in adopting this partial but very useful solution to the 
important administrative problem of efficiently collecting in- 
dividual income taxes from low-income receivers. 

This is an excellent time to mention that the talk about 
“double taxation” when referring to the federal, the state, and 
the municipal taxation of the same income is inaccurate and 
vile propaganda. Not only the income tax but almost every 
tax is paid from current income; and, if the term is used to 
include savings, inheritances, and gifts, all taxes are paid 
from income. The taxation of income does not become un- 
desirable because it is levied by different levels of government, 
and it cannot be rightfully criticized on this basis. Also, a basic 
criticism of the use of income taxes by different levels of gov- 
ernment cannot rest upon administrative inefficiency. The 
rapidly developing, increasingly efficient, intergovernmental 
and departmental cooperation destroys this type of argument 
even if the logic of the situation were not sufficient. The taxa- 
tion of the same income by different levels of government can 
only be successfully criticized on the basis that the income tax 
itself is undesirable. The income tax might be considered un- 
desirable because the tax payment is not hidden from the tax- 
payer or because the law is unjust in the types of income taxed 
or the rates applied, but that is quite different from saying that 
it is bad because it is administered by several levels of govern- 
ment. 

Before beginning an examination of developing and uncon- 
sidered income tax administrative problems, let us glance 
briefly at the administrative problems of collecting income 
taxes from the corporation. 

The 1948 Report of the Committee on Uniform Income Tax 
Administration to the National Association of Tax Adminis- 
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tratoTS recommends that the income of interstate corporations 
be allocated to each taxing state by the use of a “three factor 
formula of Property, Payroll and Sales.” ^ The Committee 
further recommends that this same factor formula be used by 
all states. I agree with the suggested solution to this chronic 
problem. To my mind, the recommendation of uniformity is 
largely desirable not because of the small amount of double 
taxation of corporate income — ^which is really largely a tongue 
in cheek argument — but rather because of the bad publicity it 
gives the state taxation of corporations. This bad publicity 
emanates from corporation and federal government sources. 
This recommendation reverts back to the importance of public 
relations in tax administration. Part of the success of the op- 
position to state income taxes stems from effective propaganda 
use of this particular administrative weakness. It should be 
promptly and entirely removed. 

Developing and Neglected Administrative Problems 

There are a number of state income tax administrative prob- 
lems which are in the developmental stage and, because of this, 
have not been sufficiently considered. In addition, there are a 
number of problems that have been neglected despite their im- 
portance. A consideration of these developing and neglected 
problems may seem a good deal like borrowing trouble. This is 
not the intent. Rather, their analysis is considered an applica- 
tion of the old saying, “A stitch in time saves nine.” A discus- 
sion now may avoid trouble later through developing proper 
understanding and taking proper precautionary measures. The 
order of the appraisal of these problems should not be consid- 
ered indicative of their relative importance. 

State-Local Cooperation 

One is the administrative cooperation between the state de- 
partment of taxation and the local governments levying an in- 
come tax. 


1 Mr. A. E. Wegner of the Wisconsin Department of Taxation is chairman. 
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The income tax is being more and more widely used by local 
governments. Those cities using the tax find it very helpful 
in meeting their constantly increasing demands for local 
revenue. The income tax can be made a much better tax if the 
state cooperates with these municipalities in their administra- 
tive problems. The possibility of using supplements to the state 
income tax rather than enacting a complete municipal code 
should be given serious consideration. Also, the states should 
work for the modification of Section 55 of the federal Code to 
permit the cities to obtain gxeater help from the federal govern- 
ment’s income data. 

State governments should look with favor upon the develop- 
ment of city income taxes and should not block their use 
through the application of the pre-emption doctrine. It should 
be possible for the states and the municipalities to pool their 
income tax administrative resources in a very effective way. 

Community Property 

Another of these problems includes both the acceptance or 
the rejection of the community property principle which is 
now a part of the federal income tax law. 

The use of community property in calculating state individ- 
ual income taxes is not as important as it is in the calculation 
of federal individual income taxes. For this reason, and because 
it will reduce the confusion to taxpayers, it would be desirable 
if all states also collected their individual income taxes on the 
community property basis. Also, the use of community prop- 
erty reduces the administrative problems arising from family 
partnerships. Tax difficulties arising from family partnerships 
tend to reduce public respect toward the income tax. It is bad 
public relations. 

Combining Spendings and Income Tax 

A third problem is the desirability of combining a spendings 
tax with the income tax. 

A number of states already have both a general sales tax and 
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an individual income tax, and the likelihood is that their num- 
ber will increase. The administrative steps in the assessment 
and collection o£ the general sales tax and the individual in- 
come tax are quite different. These tax measures require nearly 
two complete administrative organizations. This is not the case 
with a spendings tax and an income tax. The administration of 
these two taxes is necessarily closely associated. The spendings 
tax and the income tax could be collected largely as one tax. 
But this is impossible with the general sales tax and the in- 
dividual income tax. In addition, the spendings tax could be 
graduated to make it fit more adequately the requirements of 
fiscal policy. Undoubtedly, the collection of both general sales 
tax and an individual income tax results in an inefficient use 
of tax administrative resources. 

Taxpayer Awareness of Income Tax 

A fourth problem is the taxpayer awareness of the individual 
income tax. 

The individual income tax should be administered so that 
the typical taxpayer is not required to make large payments. 
The payment of the tax should also be made as automatic as 
possible. The income tax, in my opinion, is a much better tax 
than the general sales tax or the tobacco tax; but it is apt to 
lose at the polls because each payment is relatively large and 
the payment is not made automatically as the income is re- 
ceived. 

A step toward the elimination of this administrative problem 
is the adoption of withholding at the source of income. With- 
holding need not apply only to wages but can also be made 
from the payment of dividends and the payments to farmers 
for products sold. 

Personal Exemptions 

A fifth problem is that of personal exemptions. These should 
be simplified and made an amount of tax rather than an 
amount of income. 
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A complicated individual income tax schedule of personal 
deductions increases the cost of auditing, the possibilities of tax 
evasion, and, worst of all, taxpayer annoyance. A short form 
similar to that used by the federal government for low-income 
receivers should be available to all payers of state individual 
income taxes. The deductions, however, should be an amount 
of tax rather than of income. This method of making deduc- 
tions avoids injustice and increases collections from the higher- 
income receivers without increasing the rates. Both of these 
effects — the elimination of injustice and the low apparent rates 
— are administrative advantages. Because of the increased num- 
ber of returns which can be checked with a given appropriation, 
important administrative desirability is associated with reduced 
auditing costs per return. In addition, the reduction of taxpayer 
annoyance increases the popularity of the tax which reduces 
many administrative problems. 

Basis for Taxing Business 

A sixth problem is that of taxing business on the basis of size 
and of type of activity rather than method of organization. 

The taxation of business income has encountered avoidable 
problems because of the unhappy selection of corporate or- 
ganization as the basis for liability to taxes on business income. 
This basis has appeared unjust and has increased the problems 
of business taxation. However, the taxation of business income 
is desirable because of its administrative ease and because it is 
a method by which the general public can share in the returns 
arising from monopoly and exploitation of natural resources. 
Also, the taxation of this type of income is partially hidden. 
These aims have not been efficiently accomplished by placing 
an additional tax burden upon all corporations. Rather, cor- 
porations, partnerships, cooperatives, and individual proprie- 
torships should be subject to different tax rates upon net 
income depending upon the type of activity in which they are 
engaged and the portion of the total activity of a particular type 
within a certain geographical area they control. 
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Business taxes levied upon this basis would make much 
better sense to the general public and would gain its support. 
As a result, they would be much easier to administer. Also, the 
continuous income tax administrative difficulties arising from 
changing the method of organizing business activity would be 
removed. 

In addition, the basis for continuous propaganda attacks that 
cooperatives are not paying as gTeat taxes as corporations would 
be removed. Business taxes would be based upon type of ac- 
tivity rather than upon type of organization. This change 
wmuld greatly increase the fiscal desirability of business taxes, 
and it would indirectly bring about improved tax law?s aimed 
at the taxation of business income. The windfall gain would 
arise because the legislatures would feel that the incidence and 
the effects of the levy could be determined in a much more 
accurate fashion. The tax upon income of business would not 
only be a method of obtaining revenues but would also be 
accomplishing desirable social purposes that the rank and file 
of the voters support. 

If the above reform is too drastic for immediate adoption, 
and I am afraid that that is the prevailing situation today, it 
might be possible to separate the giant interstate corporations 
from the small corporations employing only a few hundred 
persons and a few’^ hundred thousand dollars of capital. The 
giant corporation and the small corporation are similar only in 
that both bear the name corporation. In all important respects, 
they function entirely differently. If this dissimilarity were rec- 
ognized in tax legislation, many of the difficulties arising from 
demands for graduated rates and the application of graduated 
rates to corporate income wmuld be eliminated. Also, this would 
be a step townrd making business income taxes purposeful.^ 

Tax administrators generally report that business income 
taxes are easier to collect than are individual income taxes. 

“ For a complete discussion of the forces causing the development of the pres- 
ent type of business income taxes in the United States, see my book titled The 
Corporate Franchise as a Basis of Taxation, Austin: University of Texas Press, 
1944. 
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This administrative advantage is real, and it is also important. 
Taxes on business income are perhaps as just as taxes upon in- 
dividual income, and they should not be reduced because of 
some very inadequate evidence of their incidence gathered dur- 
ing the war and postwar boom. Everything possible should be 
done to reduce the cost and the inconvenience of tax collection. 
The expansion rather than the contraction of business income 
taxes would be advancing in this direction. Studies now under 
way and completed, aimed at determining the effects of taxes 
upon particular firms and industries, will aid legislators in 
attempts to levy business taxes that are politically acceptable 
and economically desirable.^ 

3 For example, see Public Finance of Air Transportation, Columbus; Ohio 
State University, Bureau of Business Research, 194S, by Richard W. Lindholm. 
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STANDARDS FOR APPRAISING WORK OF INCOME 
TAX AUDITORS 

Russel C. Jones 

Supervisor^ Income and Corporation License Taxes, Kentucky 

W HEN OUR Director of Research and Statistics first heard 
of the subject I am to discuss, he remarked that the stand- 
ards for appraising work of income tax auditors were about as 
elusive as a black cat in a dark alley. I was happy to learn that 
someone else thought the subject a little vague and hard to 
define. I hope, however, that this is not the impression that I 
leave with you. 


Basic Assumptions 

Before endeavoring to enumerate these elusive standards, I 
would like to point out certain basic assumptions which can 
be made. Those charged with administering income tax will do 
everything possible to have a just and fair administration. The 
citizens of the state should be conscious of the fact that their 
tax administration is just and fair, and that there is no dis- 
crimination. Collection of income tax should be on the basis of 
what you owe, not whom you know. 

A second assumption is tliat the income tax administrators 
will do everything possible to obtain compliance so that the 
burden will fall equally upon all persons who should pay the 
tax. The taxpayer’s morale in the state can probably be raised 
more quickly by constant reminders that every possible effort 
is being made to secure payment of income tax from all who 
owe than it can by any other means. Prosecution of a few 
273 
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criminal fraud cases is one of the surest ways of obtaining wide 
publicity and a consequent sudden increase in compliance. 
Many other methods can be used. Among these are obtaining 
information returns from all employers, obtaining federal ab- 
stracts of all changes made in federal tax liability, photostating 
all federal returns filed by citizens of your state every third or 
fourth year, keeping field men alert for all possible tax evaders, 
and coordinating information the Department of Revenue re- 
ceives concerning the various other taxes it administers. 

The Joint Committee on Internal Revenue Taxation in the 
Eightieth Congress gave much consideration to compliance or 
enforcement of income tax laws. In this report the committee 
said; 

Enforcement is necessary not only to preserve an equitable balance be- 
tween honest and dishonest taxpayers but also between those with simple 
and those with complicated returns, between those to whom the taxing 
statute may be applied with ease and those to whom its application is diffi- 
cult, and between those who are careless and those who are meticulous in 
keeping their supporting records. 

We have assumed that the administration of income tax will 
be fair and just and that good compliance will or can be ob- 
tained. Let us now determine what standards should guide us 
in our appraisal of the work done by our income tax auditing 
section. 

The income tax supervisor may or may not be considered an 
auditor, but the ultimate success of the entire auditing section 
depends in gveat part on his proper selection of the work to be 
done. Also, the auditor himself must select which work is im- 
portant enough to spend more than the normal amount of time 
on when a special problem arises. Indeed, selection is such an 
important factor that I am considering it our first standard. 

Methods of Selecting Returns 

There are three basically different methods of selecting re- 
turns for audit. The first is to audit predetermined classes of 
taxpayers, such as all persons who have been assessed additional 
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tax by the federal government, all persons with large incomes, 
or all persons who meet any number of other prescribed char- 
acteristics. The second method is to have trained personnel 
screen all returns in a brief survey and select those warranting 
further audit. The third method is random sampling. Effective 
selection will enable the supervisor to use the personnel avail- 
able most efficiently. No one who has studied state income tax 
administration need be reminded that it would be virtually im- 
possible to employ sufficient personnel to attain perfection. 
Therefore, the administration should endeavor to attain a 
proper balance in the selection of the returns to be audited. 

The main result achieved by good selection is the accom- 
plishment of the major objectives of income tax administra- 
tion at the expense of the details normally attached thereto. 
The auditor himself aids materially in this matter by deciding 
whether the problem presented is important enough to carry 
on through to the bitter end no matter how difficult it is and 
how much time is necessary, or whether the amount of tax is 
so small and the principle involved so inconsequential that no 
more time should be wasted on the particular problem. There- 
fore, our standard of selection appraises the collective work of 
our income tax auditing section by a consideration of how 
well both the supervisor and the individual auditor select the 
returns to be audited and the amount of time to be spent on 
each audit. 


Measuring Quantity of Work 

When the work of the auditors is properly selected, the next 
consideration, and our second standard, is the quantity of the 
work they are doing. This quantity should be measured by the 
number of audits made per auditor and the amount of addi- 
tional tax assessed per audit. I mention both at the same time 
because a consideration of one without the other might give a 
distorted picture. For instance, if an auditor were completing a 
large number of audits without assessing the normal amount of 
additional tax improper selection would be indicated. 
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The most simple method of measuring the actual work done 
by office auditors is to have them keep monthly reports enter- 
ing the number of audits made, the additional tax found due, 
the refunds made, and the general sources from which they 
have obtained the returns which they have audited. A clerk 
can then compile this information into monthly and annual 
reports which can be compared with work done during other 
periods. 

To appraise the quantity of work done by a field auditor 
according to some prescribed standard is more difficult. Perhaps 
the best measurement of quantity is the amount of additional 
tax assessed. I hesitate to suggest this as a measurement, how- 
ever, because a constant endeavor by a field auditor to make an 
additional assessment may well prevent him from seeing the 
merits of the taxpayer’s contentions. 

Measuring Quality of Work 

The third standard for appraising the work of income tax 
auditors is the quality of their work. Emphasis should be on the 
proper determination of the tax liability whether it means 
revenue to the government or a refund to the taxpayer. Quality 
is the result of proper supervision and training and is attained 
because the auditors are accurate in their decisions concerning 
the accounting and legal problems which are involved in most 
tax cases. Quality is attained because all classes of taxpayers 
are treated in an equal manner and all taxpayers are treated 
individually. 

The standards which we have set out for appraising the work 
of income tax auditors are achieved because the auditors have 
the ability to properly perform their work. It becomes neces- 
sary for us to consider what the work consists of so that we can 
determine whether or not our standards will be reached. 

Standards for Office Auditors 

There are two distinct groups of income tax auditors — the 
office and the field auditors. The office auditor spends most of 
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his time at a desk assessing additional tax, authorizing refunds, 
or generally adjusting reports of thousands of taxpayers whom 
he has never met. His source of information is the income tax 
return and any information which he can obtain from corre- 
spondence with the taxpayer. On the other hand, the field 
auditor spends most of his time interviewing taxpayers and go- 
ing over their books in the taxpayers’ offices. It is evident that 
a standard for one auditor is not the proper standard for the 
other. 

First, let us look at the office auditor and determine why he 
does or does not meet the standards which we have set out. 
After clerks have checked all returns filed for mathematical 
accuracy, certain returns will be selected for audit on the bases 
previously described. The office auditor works with the facts 
and figures presented on the income tax return and with other 
supporting information that is supplied to the department. 
Although his sources are limited he may apply various audit- 
ing devices to determine the authenticity and correctness of the 
return. His other duties may consist of interviewing taxpayers 
and their representatives, arranging informal conferences with 
them to explain tax laws, regulations, and decisions affecting 
their cases, and giving technical advice on various accounting 
problems. 

The standards for appraising work of income tax auditors 
are also attained in part because of the ability of the auditor 
to distinguish accounting problems from legal problems. Many 
of the problems presented to the auditor contain both legal 
and accounting difficulties, and erroneous results ■would be ob- 
tained if either were considered to the exclusion of the other. 
Actually in many cases it is necessary to arrive at the proper 
accounting procedure or solution and then to determine which 
legal principle will decide the problem on the basis of the 
proper accounting technique. As few auditors have studied 
tax law extensively, and most of them would not be qualified 
to decide difficult legal questions, it is sufficient for them to 
point out in complicated cases that there is a legal question 
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involved and to give their opinion as to what the correct 
solution to the accounting problem is. 

Since the initial decision regarding an additional assessment 
or refund rests with the auditor, he may be aided to a material 
extent by his ability to use the various reference sources at his 
command. The auditor should naturally have a good under- 
standing of law and must refer on numerous occasions to the 
Commerce Clearing House Tax Reports and Prentice-Hall Tax 
Service. With the use of these current publications he may 
make decisions on certain special and technical problems which 
he would otherwise have to pass on to the supervisor. Every 
auditor should become thoroughly familiar with these refer- 
ences and make full use of them. 

Our standards are attained in part because of the auditor’s 
ability to express his ideas concisely in correspondence. The 
auditor will send a bill, a form letter, or a letter to almost every 
taxpayer whose return he reviews if his work is properly se- 
lected. When a letter must be written, it should be concise and 
clear. The auditor should explain what information is desired 
or what disposition is being made in as few words as possible 
and in language so simple that there can be no misunderstand- 
ing, and consequently further correspondence concerning the 
matter involved. 

Often an answer from the taxpayer will bring out some un- 
expected information which opens further fields of investiga- 
tion. Then the ability of the auditor to follow up the case be- 
comes important. The “best” office auditor may well be the 
one who can successfully follow up and complete the greatest 
number of audits and assess the largest amount of additional 
tax without irritating a taxpayer or endeavoring to collect taxes 
not due the state. 

One of the most important things the office auditor must 
learn is when a problem should be referred to the supervisor. 
The auditor must be able to recognize, or in some cases to 
anticipate, the seriousness and the far-reaching effect of the 
problem involved in the particular audit. The auditor should 
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be able to obtain most of the facts. These should be given to 
the supervisor with a statement of the difficulties which have 
either already arisen or which are to be anticipated in the near 
future. Knowing when to turn this work over to the supervisor 
will mean that there will be no duplication of work and that 
the income tax administration will seem to the taxpayer to be 
well organized. 


Standards for Field Auditors 

Let us now turn our attention to the field auditor and en- 
deavor to determine why he does or does not meet the stand- 
ards which we have set out for him. One of our main observa- 
tions is that the field auditor should have a more diversified 
training than that usually acquired by the office auditor because 
he deals directly with the taxpayer auditing the accounting 
books and records of individuals, partnerships, corporations, 
and trusts to determine the correct state income tax liability. 
He prepares detailed reports of findings and submits supporting 
exhibits and he investigates the methods of apportioning in- 
come to the state and the factors giving rise to this apportion- 
ment. Also, a field auditor should spend a number of months 
as an office auditor before being sent to the field. 

It is possible for the field auditor to attain our standards be- 
cause of his ability to use initiative in whatever work he has 
been assigned. The supervisor who assigns the work usually 
knows only generally what the field auditor should discover by 
his examination, and the field auditor will normally discover a 
number of unusual circumstances, some of which he should 
investigate immediately, others of which bear no need for in- 
vestigation. He should be able to distinguish between these 
without reporting to his home office for instructions. 

Often the most difficult problem which the field auditor faces 
is determination of various questions of fact. It is almost im- 
possible to set out any guide that will aid the field auditor in 
determining the true facts of the particular case, but it is always 
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well to treat all statements made by the taxpayer as being true 
until something shows that the trust has been misplaced. 

In most states where the field forces are inadequate the use of 
the various reports of the Bureau of Internal Revenue may sup- 
plement their work and aid in the administration of the state 
income tax law. It should be remembered, however, that the 
findings of this agency are not necessarily conclusive. For in- 
stance, civil fraud might be assessed on a rather arbitrary basis 
to open back years for assessment. The state, in order to ad- 
minister the tax properly, should not necessarily base its assess- 
ment of fraud solely on these federal findings, but should draw 
its own conclusion from the facts involved in each case. 

When the auditor is investigating a taxpayer before the fed- 
eral agents have made their investigation, the auditor must 
make his own determination of whether or not there is either 
civil or criminal fraud, and, if so, the auditor must then collect 
all the data and information necessary to support his charges. 
In cases where he suspects criminal fraud, he should ask for the 
assistance of the department’s legal section to find out what 
kind and how much evidence is needed in the particular case 
for the prosecution. 

Of course, the efficiency of both the office and field auditor 
may be increased by coordinating the sources of information 
available to each. Time and correspondence may be saved by a 
complete presentation of all information when any matter is 
being sent from the home office to the field, or from the field 
to the home office. 

Personal Qualifications of Auditors 

We have covered many of the reasons why both office and 
field auditors attain the standards we have chosen for apprais- 
ing their work. Now, let us stop for a moment and look at the 
personal qualifications of the auditor who will be able to meet 
these standards. 

This auditor should be a graduate of the commerce college 
of a well-recognized university or business school. He should 
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have majored in accounting and have both good grades and 
a lot o£ good common sense. He should be able to distinguish 
between the theoretical and the practical aspects of tax 
problems. 

State salaries are often very low, but then the salaries which 
C.P.A. firms are able to pay young graduates with no experi- 
ence are also usually quite small. One or two years of experience 
from the inside of a tax administration may well be worth sev- 
eral years of outside training. Many good auditors are willing to 
work for this experience, and the Kentucky income tax auditors 
are proof that good auditors can be obtained for the experience 
which we can give them, even though our salary is often less 
than they could get from certified public accounting firms and 
much less than they could have obtained from a federal C.A.F. 
7 rating. 

One important item should not be overlooked by any income 
tax administration interested in obtaining a force of smart 
young accountants to do its auditing. Most states have a statute 
describing the qualifications one must have to sit for the C.P.A. 
examination. One of the requirements frequently found is that 
the person must spend two or three years in the employment of 
a public accountant. If the legislation appropriately provides 
that time spent as a state income tax auditor will count just as 
much toward making the person eligible to take the examina- 
tion, then the state income tax administration should have no 
trouble in securing excellent accountants providing it offers 
salaries commensurate with those offered by the certified public 
accounting firms. 

Qualifications of Supervisor 

The last major topic which concerns standards for appraising 
the work of income tax auditors is the type of management 
these auditors have. 

The general supervisor of income taxes should have a back- 
ground of legal and accounting training. An attorney who is 
a certified public accountant is the person best qualified from 
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an educational point of view to administer the income tax 
laws of a state. As it will be difficult, if not impossible, for 
any state to secure the services of one so qualified, the super- 
visor should meet the minimum requirements of a good back- 
ground in both subjects with emphasis on the legal side be- 
cause all of his auditors should have excellent training in ac- 
counting and have much less need to consult him concerning 
their accounting problems than their legal problems. 

Next the supervisor must be capable of actually supervising 
the auditors’ work. The assignment of their work depends to 
a great extent upon ultimate planning of the supervisor and 
his superiors, and a well-planned program will result in better 
achievement of the standards we have set out for appraisal of 
income tax auditors’ work. The supervisor should always be 
available to help out when the auditors become stuck with a 
problem too difficult for them to decide. He should wisely 
assign the daily work of each auditor, seeing that none of them 
become stale by doing too much routine work and that the sec- 
tion as a whole is putting out its maximum work. The proper 
balance must be attained between assignment of work that re- 
sults in additional tax, assignment of work aimed at getting- 
more complete compliance, and assignment of work whose sole 
aim is to sell the public the idea that they are getting the best 
administration that their tax money can buy. 

One last thought should be expressed. The best possible 
standards for appraising the work of income tax auditors are 
of little or no value to the income tax administration which 
does not make use of these standards. Once these standards are 
set out, they should be used to the fullest so that the maximum 
over-all efficiency of the income tax section as a whole will be 
obtained. 
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DIFFICULTIES ENCOUNTERED BY INTERSTATE 
CORPORATIONS IN COMPLYING WITH VARY- 
ING STANDARDS OF ADMINISTRATIVE 
PROCEDURE 

Louis Schreiber 
E. 1. dll Pont de Nemours and, Company 

^HE ADMINISTRATIVE PROCEDURE in any income 
taxing state, whatever its nature, confronts corporate tax- 
payers within its jurisdiction with more or less serious diffi- 
culties. But the interstate corporation has its own special 
administrative problems because it is compelled to face the 
administrative procedures of several or many states, no two of 
which are quite alike. It is these problems with which, I under- 
stand, I am expected to deal. In so doing, I shall pay scant 
attention to the word “standards.” To my mind, there are no 
standards in state tax administration, and I presume that my 
topic was not worded on the assumption that there are. Admin- 
istrative procedures simply differ. Some I migiit classify as good, 
others as bad; some are rather formal, others essentially in- 
formal; etc. But even if they were all good, so long as they 
were different, the interstate company would have its special 
difficulties. 


Internal Difficulties Encountered 
Broadly speaking, the difficulties encountered by an inter- 
state corporation which are solely attributable to the fact that 
administrative procedures do vary may be divided into two 
categories; first, those which are internal to the company, and 
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second, those which the company meets in dealing with the 
taxing authorities of the several states to which it is liable for 
tax. 

Keeping Up With State Laws 

One of the internal problems is the very necessity of becom- 
ing familiar with, and keeping abreast of, the procedures fol- 
lowed in a number of states — in our case, all of the states im- 
posing the income tax. This means that the tax department 
of such a company must either spread itself so thinly in han- 
dling its state income tax problems as to lose effectiveness, or 
its personnel must be enlarged far beyond the point that would 
be necessary if the administrative procedures in the various 
states were essentially similar. I cannot give any actual figures, 
but I am sure that the very considerable expense incurred by 
my company in the unproductive work of determining how 
much we owe in taxes would be appreciably reduced if such 
administrative procedures were more nearly uniform. No doubt 
every other large interstate company which attempts to handle 
its tax problems adequately and intelligently would agree. 

Procedural Requirements 

Moreover, even if the company has an adequate staff, it is 
still very easy to slip up on some procedural requirement in a 
particular state, especially when there are matters pending in 
several states at one and the same time, as is frequently the 
case with us. There are such things as statutes of limitations, 
prescribed periods for filing protests or refund claims, and the 
like, where we occasionally go astray when a host of problems 
are demanding attention. Not long ago we had such an ex- 
perience in connection with a protest. In most cases, a protest 
properly filed may be taken up in conference or hearing at 
any mutually convenient time in the future. Some statutes 
provide, however, that action by the administrative authorities 
must be taken within a specified period, while others provide 
that if no action is taken within a set period, the protest shall 
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be deemed to have been denied. Expiration of the period auto- 
matically starts the running of the time prescribed for taking 
an appeal. In the instance of which I speak, our tickler system 
went astray, and we lost an opportunity for hearing before the 
primary administrative agency. 

Preparation of Returns 

In the preparation of our state income tax returns, we are 
compelled to devote many man-hours that would be unneces- 
sary if administrative procedures were more uniform. In such 
preparation, we use a worksheet upon which we list each item 
entering into the computation of net income for federal tax 
purposes, i.e., interest, rents, royalties, dividends, depreciation, 
taxes, etc. This starting point is used for each return, and 
accordingly a number of such sheets are prepared in advance. 
In the preparation of the return for a given state, adjustments 
must be made to the federal return figures, in accordance with 
the requirements of the state law and regulations, and admin- 
istrative rulings. This requires very careful analysis in the case 
of each state return, and therefore a great deal of time, much 
of which is attributable to purely administrative differences. 

Examination of Returns 

Then, there is a matter of examination of returns. Not all 
the states send agents around to make an audit, but a number 
of them do, and in each case there is sufficient variation in the 
approach followed and the detail demanded as to require us to 
do much of the same work over and over. It is our feeling that 
the same set of work papers could be made to serve most of 
the purposes of the auditors for the several states, if each of 
them did not insist upon his own particular method. But for 
that, we could save a lot of time and effort, not only for our- 
selves but also for the auditors, arid our tax liabilities would 
be settled a lot earlier. One of our minor annoyances in this 
connection is the habit of some auditors of walking in on us 
unannounced, ready to go to work — ^just as like as not at the 



286 


INCOME TAX ADMINISTRATION 


same time a crew of federal agents are on the job, taking up 
most of the time of our tax accountants. 

Problems Arising from Varying Administrative 
Applications 

So much for the internal problems attributable to varying 
state administrative procedures. While they entail considerable 
cost, perhaps they should not be regarded as of great impor- 
tance; in themselves they are hardly sufficiently serious to 
justify any strong plea for greater uniformity. But let’s look at 
the other class of problems, those which the interstate company 
meets because of varying administrative applications or ap- 
proaches to the same item of income or expense, or to the same 
transaction, or to the same factor in an apportionment formula. 
It is this type of problem that is most serious for the interstate 
company, that requires the expenditure of much time and 
money, that frequently leaves the taxpayer with a feeling of 
injustice and a wish that a greater degree of uniformity could 
be achieved. 

Deduction for Federal Income Taxes 

For example, one such problem we have met relates to 
the deduction for federal income taxes, which many of the 
states allow in computing income taxable by the state. For the 
interstate corporation the proper method of determining the 
amount of the deduction is frequently a headache. This is occa- 
sioned by the fact that some state laws do not specify the 
method, and it is left to the tax administrator. The easiest way 
to determine such amount would be simply to apply the federal 
tax rate (38 per cent for the larger corporations) to the income 
apportioned or allocated to the state. But some authorities 
prescribe rather elaborate methods. In some states, the amount 
of the deduction is determined by ascertaining the ratio of 
federal tax to federal net income and applying that ratio to the 
income assigned to the state, but in arriving at such ratio, no 
adjustment is permitted on account of dividend income which 
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is included in federal net income but is not assigned to the 
state. Obviously, the effective federal rate on dividends is 5.7 
per cent and without proper adjustment therefor, the federal 
tax deduction is unfairly reduced. Then, some authorities re- 
quire that the federal tax deduction be split and allocated 
against apportionable income and nonapportionable income, 
both within and without the state. With the advent of the 
federal excess profits tax, a few years back, this problem was 
considerably magnified. In my view, there is little excuse for 
these vagaries in the handling of what is essentially a simple 
matter. 

Treatment of Special Items Not Subject to Apportionment 

We also have run into difficulty with respect to the treat- 
ment of special items of income which are not logically subject 
to apportionment. For example, we have had in the past a 
rather sizable amount of income in the form of a service fee 
for operating a plant belonging to another company, which 
bore all the costs of production and which marketed the prod- 
uct under its own name. What we got was, in effect, the 
equivalent of a salary. Obviously, the entire amount of this 
fee was earned within the state in which the plant was located; 
certainly none of it was earned in any other state. Obviously, 
also, the state where we earned the fee insisted on taxing it in 
its entirety. In most of the other states in which we do busi- 
ness, we had no difficulty with respect to this item; the adminis- 
trative officials there readily agreed that it would be unfair 
and improper to assign any part of this income to their own 
states. But several states wanted to apportion this item along 
with the net income derived from our own manufacturing and 
selling activities. In fact, some of these states were even dis- 
inclined to recognize that the inclusion of this fee with other 
income would at least require some fair adjustment in the 
apportionment factors. Eventually, the matter was satisfactorily 
settled in all cases, but a lot of unnecessary time and effort was 
expended in the process. 
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Similarly, we find considerable variations among the states 
with respect to the treatment of such items as royalties and 
interest income. Because of differences in administrative ap- 
proach, it is sometimes difficult for us to persuade the tax 
official that such items should be excluded from apportionable 
income where, as in our case, they are wholly unrelated to the 
kind of business we conduct in his state. 

Application of Allocation Formula 

But by far the most serious problem that the interstate com- 
pany meets under varying administrative procedures, and per- 
haps the only one really worth discussion, relates to the 
application of the allocation or apportionment formulas which 
are used to determine the net income taxable in the particular 
state. Every interstate company is, of course, vitally interested 
in having allocated to a particular state for taxation no more 
than a fair portion of its total net income. We believe, even in 
these “enlightened” days when taxation is supposed to have 
more important objectives than merely raising revenues, when 
many people appear to believe that the objective of equity is 
quite subservient to social and other purposes, that the same 
segment of our net income should not be taxed by more than 
one state, and that the income from a related series of opera- 
tions and transactions which take place in several states cannot 
be properly divided up into a number of parts which together 
exceed the whole. 

I have no desire here to go into this troublesome matter 
of apportionment in all its phases; in any case, I doubt that I 
could add anything to the voluminous literature on this sub- 
ject. But, of course, it is the interstate company that suffers 
from the imperfections and inconsistencies inherent in these 
apportionment formulas. Let me take a rather unusual, but 
by no means fictitious, case. We manufacture a certain article 
in Virginia; we warehouse it in New York. It is sold to a cus- 
tomer in Tennessee through a sales office in Pennsylvania. 
Virginia uses a formula composed of two factors, property and 
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sales, and since the property used in producing the article and 
the sale itself are assigned to that state, it, theoretically at least, 
taxes 100 per cent of the income. But New York also reaches 
the income because it includes in the numerators of its appor- 
tionment formula not only the sale but also the value of the 
warehouse, which we own, and the compensation paid to the 
employees at the warehouse. Pennsylvania not only assigns the 
sale to itself but also the salaries of the personnel in the Penn- 
sylvania sales office. Tennessee has to be satisfied with merely 
assigning the sale to itself. Thus, each of the four states assigns 
the same sale to itself, while in three of them one or more addi- 
tional factors are used to apportion part of the income from 
the transaction. Of course, no one can say exactly how much 
income is actually taxed by each of the four states as a result 
of this transaction. The actual effects of any apportionment 
method cannot be accurately measured with respect to specific 
transactions, but it would appear to be obvious that consider- 
ably more than 100 per cent of the income from the sale 
described is taxed by the four states. 

Any apportionment formula is arbitrary and must by its very 
nature work against the taxpayer in some cases and in its favor 
in others. All we can hope is that the pluses and minuses come 
near to cancelling out, but certainly the chances of such can- 
celling out are not very bright when sales allocation in one state 
is on a by, through, or from basis; when in another state, it is 
based on intrastate sales plus interstate sales terminating 
therein; when still in another state, it is intrastate sales plus 
interstate sales originating in the state; and when in another 
state, it is intrastate sales plus half the interstate sales originat- 
ing or terminating in the state. In fact, one state once attempted 
to include all intrastate sales and all interstate sales until it was 
slapped down by its own courts. 

Now, this inconsistency of treatment occurs not only because 
of differences in statutory apportionment provisions, but also 
because of differences in administering or applying the same 
formulas, and particularly in the computation of the sales 
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factor, even where that factor is expressed in the same language. 
For example, in a number of states the law provides that sales 
shall be allocated on a by, through, or from basis — that is, 
sales shall be allocated to the particular state when they are 
made by, through, or from a sales office located within the 
state. But that isn’t always the way the law is administered in 
those states. In one such state we have sales offices for two of the 
departments of our company. Our other departments do not 
have sales offices there, but some of them have stock points, 
such as public warehouses, from which goods are shipped pur- 
suant to sales negotiated wholly without the state. Other 
departments simply send salesmen into the state and take 
orders which are filled from without the state. Some follow a 
combination of these methods. Are sales allocated to that state 
confined to the business done by or through the sales offices we 
have there, as is apparently called for by the statute? Not if 
the examiners can help it. They take each of our departments 
separately and assign to the state either the total deliveries in 
the state by that department, or the sales made through its 
office in the state, if any, whichever figure is the higher. Then 
they add up these higher amounts, to arrive at the numerator 
of the sales fraction. Of course, a large part of the sales so allo- 
cated are negotiated wholly outside the state, and are there- 
fore also allocated to one or more other states. But those facts 
do not apparently bother the examiners I have in mind, despite 
a provision in their regulations that sales negotiated at a place 
of business outside the state shall be allocated outside. 

Refusal to Allow Company Tax Official to Present Case 
Mention may be made of another variation in administrative 
procedure which sometimes hits the interstate company. This 
occurs in some of those states which have set up a reviewing 
body, sometimes known as the Board of Tax Appeals. Where 
such a Board is organized and functions as the equivalent of a 
court, it may deny representation before it, on behalf of a 
taxpayer, by any one who is not a member of the state bar 
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or a licensed public accountant of that state. Even where that 
qualification is not demanded, the Board may require a rigid 
adherence to the rules of evidence and procedure prescribed 
by the courts of the state. In either case, the tax man of an 
interstate company, whose office is in another state, cannot 
himself handle a matter for his company before the Board but 
must engage a local attorney or accountant. With all due 
respect to such local talent, I feel that as long as the matter is 
still in the administrative stage, the company tax man’s knowl- 
edge of his company’s business enables him to present his case 
more adequately than can the local attorney. Usually, he has 
to prepare the case himself anyway, and the necessity of em- 
ploying outside counsel only causes additional expense. Of 
course, if the matter goes beyond the administrative stage into 
the courts and the primary question is one of law, then he may 
need and welcome any assistance that can be provided by 
attorneys familiar with the law and the proper legal procedure. 

I doubt that I have adequately covered all the difficulties 
caused interstate companies by variations in state income tax 
administration, either qualitatively or quantitatively. I have 
simply distilled my own company’s experience, and it is alto- 
gether likely that other interstate companies, particularly those 
in different lines of business, could cite additional and perhaps 
more serious problems. I hope, however, I have made it clear 
that these difficulties cannot be lightly disregarded. They may 
not be quite as gTeat as the difficulties with the administrative 
procedure of a particular state which are met by all corporate 
taxpayers, whether interstate or intrastate in character. But 
they surely deserve sympathetic consideration, and amply jus- 
tify the efforts of those who are trying to achieve a substantially 
greater degree of uniformity not only in the form of state 
income tax laws but also in the procedures by which they are 
administered. 
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PROGRESS TOWARD ACHIEVING UNIFORMITY IN 
STATE INCOME TAX ADMINISTRATION 

Mortimer M. Kassell 

Deputy Commissioner and Counsel, New York State Department of 
Taxation and Finance 

^HE SUBJECT MATTER of this paper could be disposed 
of very briefly by merely noting the sorry fact that there 
has been little progress toward achieving uniformity in state 
income tax administration. This is so despite the existence of 
both federal and state income taxes for some thirty years and 
despite real efforts to achieve some kind of uniformity, or even 
coordination or cooperation. 

Corporation Income Taxes 

A brief examination in the field of corporation income taxes 
reveals an amazing lack of uniformity, although the federal 
government adopted a corporation income tax in 1913 and 
thirty-three states and the District of Columbia have either a 
franchise tax measured by net income or an income tax on 
corporations. 

Federal-State Uniformity in Measurement of Corporate Income 

In 1917, New York pioneered in the “uniformity” field when 
it imposed the franchise tax on business corporations (Article 
g-A, Tax Law). The law then provided that the tax should 
be based on the “entire net income ... as returned to the 
United States Treasury Department.” In 1918 the tax was 
measured by “income which was presumably the same as in- 
292 
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come upon which such corporation was required to pay tax 
to the United States.” The “presumably” idea was continued 
in new Article g-A which was enacted in 1944. Commencing 
in 1919, however, this general declaration of uniformity began 
to be cut down. In that year no deductions were allowed for 
federal income taxes or for losses sustained in other years. In 
1920, corporations not organized in the United States were 
required to pay taxes on their “true” net income rather than 
on the amounts reported for federal tax purposes. In 1924, 
interest from federal, state, and municipal bonds and all divi- 
dends received from stocks were included in, income, and the 
deduction for taxes paid foreign countries as well as any spe- 
cific exemption allowed by any other taxing authority were 
disallowed. In 1931, the deduction for items or sums excluded 
from gross income by any other taxing authority was dis- 
allowed. Since 1935 interest on indebtedness to stockholders 
has not been allowed as a deduction and this difference from 
the federal law has been expanded from time to time. In 1941, 
the disallowance of losses in other years was restricted to net 
operating losses, “whether deducted by the government of the 
United States or not.” In 1944, other differences from the 
federal law were provided, e.g., income, gains and losses from 
subsidiary capital, and 50 per cent of dividends were excluded 
from entire net income. Hence, despite the initial almost com- 
plete tie-up with the federal law. New York in the last thirty 
years has gradually receded from that position. 

Of the thirty-two other states that have corporation income 
taxes, or franchise taxes measured by income, only six tie in 
to any extent with the federal law. These are Connecticut, 
Massachusetts, Pennsylvania, Rhode Island, Tennessee, and 
Vermont. 

Although Idaho and Kentucky have not adopted the federal 
definition of income, their statutes do provide for the applica- 
tion of the federal rules, regulations, and decisions, where there 
is no difference existing between the two laws; Idaho applying 
such rules, regulations, and decisions existing at the time the 
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Idaho Income Tax Law was first adopted, and Kentucky apply- 
ing the current federal rules and decisions. 

No state ties in to the federal law completely. Each has one 
or more differences from federal net income such as adjust- 
ments for interest, capital loss carry-overs and carry-backs, net 
operating losses for other years, and interest on obligations of 
the United States. In substance, in over some thirty years only 
seven states have taken, definite steps toward uniformity with 
the highly developed concept of federal net income. 

Uniformity of State Laws 

1 must also report an equal lack of progress in so far as 
uniformity of state laws is concerned. As an example, consider 
the important problem of allocation of income. Since 1916, 
strenuous efforts have been made to achieve some uniform 
method of allocating income within and without the state for 
purposes of corporation and personal income taxes. The Na- 
tional Tax Association, for example, has appointed numerous 
committees. As a result of a committee appointed in 1916, a 
model bill for the taxation of personal and business income 
recommended the apportionment of net income on the basis of 
tangible property and gross receipts, property being weighted 
two-thirds and receipts one-third. Again in 1920 and 1921 com- 
mittees were appointed to deal with the same problem. In 1922 
the Committee on the Apportionment between States of Taxes 
on Mercantile and Manufacturing Businesses proposed a plan 
of allocation based on the two factors of tangible property and 
business, each to be weighted 50 per cent, the business factor- 
consisting of purchases, payrolls, and receipts from sales.^ In 
1925 a new committee of the National Tax Association was 
appointed which reported in 1926, 1927, and 1928, and finally 
in 1929.2 This committee did not recommend any particular 
formula but suggested a survey, as a result of which the Com- 
mittee on Uniformity and Reciprocity was appointed in 1929. 


1 Proceedings of the .... National Tax Association, 1922, p. igS. 

2 1929, pp. 155-59. 
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In 1931 this committee presented a report on the problem of 
allocating income,^ and in 1933 recommended adoption of the 
three-factor formula of property, receipts, and payrolls.^ In 
1938 and 1939 the Committee on Allocation of Income made 
reports . 5 That committee concluded that uniformity would be 
most readily attained by the use of the three factors of tangible 
property, payroll, and sales. As a result of the efforts of the 
National Tax Association and other organizations, six states ® 
have adopted the uniform formula since 1939, so that now 
approximately sixteen states out of thirty-three states and the 
District of Columbia do employ the three-factor formula of 
property, receipts, and payrolls. However, adoption of this 
formula itself has not really achieved uniformity. There are 
still considerable variations in the treatment of each factor by 
the various states. Various problems arise in the allocation of 
property. One of these is the allocation of goods in transit. 
There are also disputes as to where payrolls are to be allocated. 
However, the principal differences are in the approach to the 
allocation of sales. Is a sale to be allocated to the state to which 
payment is made, to the state from which the goods are shipped, 
to the state from which the salesman making the sale func- 
tions, to the state where the order is accepted, or to the state 
from which billing is made? Even where the uniform formula 
is in effect all of these various methods of allocating sales may 
be employed with the result that a sale may conceivably be 
allocated to six states or, on the other hand, may be allocated to 
no state. Thus, while there has been some advance in the uni- 
form allocation of income for state tax purposes, progress has 
been almost at a snail’s pace. 

Even in a field where it would be assumed that uniformity 
would be fairly simple, the results have not been too encourag- 

3 Ibid., 1931, p. 301. 

^Ibid., 1933, pp. 262-64. 

^ Ibid., 1938, p. 486; 1939, p. 190. 

6 Minnesota, New Jersey, New York, Oklahoma, Rhode Island, Vermont. 

7 California, Connecticut, Georgia, Idaho, Louisiana, Massachusetts, Minnesota, 
Montana, New Jersey, New York, Oklahoma, Oregon, Pennsylvania, Rhode 
Island, Utah, Vermont. 
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ing. The problem of allocating the income of an infant industry 
was made graphic by the decision of the Supreme Court of the 
United States in 1944 in Northiuest Airlines v. Minnesota^ 
(322 U.S. 292). Under that decision, the domicile of the airline, 
each state with which the airline had any contact, as well as 
each state over which its planes fly, has the power to tax. After 
Congress had directed the Civil Aeronautics Board to explore 
the field, that Board recommended a Congi’essional statute 
which would specify methods of apportioning the several tax 
bases used by the states. As a result, state tax administrators 
endeavored to avoid a Congressional mandate by developing 
a uniform system of taxing airlines. The National Association 
of Tax Administrators recognized the inequity of multiple state 
taxation and suggested a model state bill. It was recognized 
that the states had to adopt a uniform apportionment formula 
or run the risk of having one imposed by the Congress. The 
method of allocation suggested by that Association was one that 
was in accord with the convenience of the airlines. A model 
bill was prepared in 1946 and was approved by the Eighth 
General Assembly of the States in January, 1947.^ Although 
the model bill has been available to the states for almost three 
years, only one state ® has enacted it into law and three others 
have adopted it by administrative edict. Despite the real threat 
of Congressional action and the fact that there were few hinder- 
ing precedents to overcome, the states have not been able to 
act in a united manner, even in this limited field. 

State-Local Uniformity 

Brief mention must also be made of uniformity in states 
where local taxing powers have been granted to cities and 
counties. The need for uniformity of administration in that 
field is particularly real. The experience of the state of New 
York has been somewhat more fortunate than that of some 


8 Taxes, (April, 1947), pp. 302-4. 

9 Connecticut. 

10 Oregon, Washington, Wisconsin. 
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Other states. Since 1933, New York City has had the power to 
impose various local taxes, including a gross receipts tax. In 
1947 the New York Legislature authorized the counties and 
certain cities, other than New York City, to impose specified 
taxes, among which was a gross receipts tax. 

Within the last six months it has been apparent that a serious 
duplication of taxes occurs where two jurisdictions within the 
state impose such a tax. If New York City and Monroe County 
both impose taxes on gross receipts from sales of goods shipped 
from New York to Monroe County or vice versa, duplication 
results unless a fair apportionment formula is devised. The 
law requires the State Tax Commission to provide an appor- 
tionment formula to avoid this duplication and such a formula 
is in the process of preparation. It should be noted in this 
connection that controls may be used by a state over the taxes 
of its cities, but there is, in my opinion, no similar power in 
the federal government with respect to state taxes, unless an 
interstate shipment results. 

Personal Income Taxes 

Progress in the field of uniformity with respect to personal 
income taxes has equally been lacking. 

Status of Uniformity in Federal and State Laws 

In 1929, Georgia enacted an income tax law which provided 
that “the net income . . . shall be the same taxable by the 
United States and the tax payable thereon to the state of 
Georgia shall be one-third of that payable to the United States.” 
In 1931, Georgia discontinued federal net income as a basis 
for measuring the state tax, although it did continue an income 
tax. At the present time only two states make any effort to 
use federal net income as a base for personal income taxation. 
The Kentucky statute provides that “computations of income 
shall be, as nearly as practicable, identical with calculations for 
federal income tax purposes,” but the tie-up with federal net 
income is somewhat loose. At the present time only Vermont 
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makes use of federal net income as a base for its personal income 
tax- Under its statute net income is the same as net income 
under the Internal Revenue Code, except for the exclusion of 
income expressly exempted from tax by the state, and capital 
gains and losses. Deduction for federal income tax is allowed 
up to $500. Thus, while the tie-up is not complete, Vermont 
has taken the lead in the field.^i 

Objections to and Advantages of Federal-State Uniformity 

Whether the Vermont plan will receive widespread accept- 
ance depends not only on the experience under it but also on 
the solution of various other problems which are of great im- 
portance, particularly in the larger states where personal in- 
come taxes are a major source of revenue. These factors include 
the following: 

1. Income from certain federal bonds is included in the computation of 
federal net income, but the states probably have no power to tax such 
income. 

a. Many states, including New York, impose taxes on income from bonds 
of other states and their municipalities, but such income probably can- 
not constitutionally be included in federal net income. 

3. Under the federal law a deduction of state income taxes is permitted 
in computing' federal net income, but many states do not allow deduc- 
tions for its own or other state income taxes. 

4. Capital gains and losses are treated entirely differently under federal 
and state laws. 

5. The different basic dates in the federal and state laws present numerous 
problems, for example, depreciation, cost basis. 

In order to solve each of the foregoing differences, it would 
be necessary for the states either to abandon income from these 
particular sources or make adjustments to federal net income. 
With pressure for revenues increasing, the latter solution is the 
likely one, with the result that complete uniformity would not 
be achieved. 

Various other difficulties also suggest themselves: 

1 . The state taxation of nonresidents would not be solved, since federal 
net income has no relation to income earned within a state. 

11 Lasser, “State Income Tax Simplification in Vermont,’’ National Tax Jour- 
nal, I (March, 1948), 62. 
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2. The state taxation o£ individuals and partnerships doing business 
within and without the state would not be solved, since adjustment of 
items of income and deductions within and without the state would 
be necessary. 

The foregoing technical objections are the major ones that 
readily occur when consideration is given to the idea of adopt- 
ing federal net income as a base for a state tax. Other reasons, 
however, are probably given greater weight in the minds of 
many. The principal objection of course is “states’ rights.” That 
view relies on the inherent, retained, independent taxing 
powers of the states. In support of that view it is pointed out 
that the states must either abdicate their independent power, 
or, if they adopt the federal law verbatim, wait until their 
legislatures meet to carry over changes made in the federal law 
since the state legislatures last met, and finally, that state 
administrators would have less responsibility. 

There are many obvious advantages to a state adopting 
federal net income as a starting point in determining its per- 
sonal income taxes: 

1. From the states’ standpoint, there would be great savings in the cost of 
tax administration and probably increased revenue. 

2. From the taxpayers’ standpoint, there would be great economies in the 

:■ preparation of returns. 

3. There would be one rather than possibly forty-nine separate bodies of 
law on the same subject matter, with the consequent avoidance of 
duplicate litigation. 

4. There could be one audit rather than many. 

5. Returns would be more complete and correct. 

Little Cooperation or Coordination Between States 

Not only has there been little uniformity between federal 
and state net income but there has been little cooperation or 
coordination between the states in personal income taxation. 
This is so although there are many equally complicated prob- 
lems of multiple state taxation of the same income. Several 
possible fields of uniformity readily suggest themselves. The 
most common one involves the taxation of the income of an 
individual residing in one state but engaged in business in 
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another, who may be required to pay personal income taxes on 
the income from that business in both states. There is no excess 
of uniformity in this field. There are two easy solutions. One 
is for the state of residence to tax income from all sources. The 
other is for the state of residence and the state of situs only to 
tax income from sources within the state. But the fact is that 
many states do tax income of nonresidents. 

The states have recognized the evil of multiple taxes in these 
cases, but instead of agreeing on one solution, have adopted 
three different cures. Some states have reciprocal statutes allow- 
ing credit to nonresidents for taxes paid the state of residence. ^2 
Other states allow a credit to residents for taxes paid the state 
of nonresidence.12 Others allow both a nonresident and resident 
credit. Various solutions have been suggested. The Commit- 
tee on Coordination of Federal, State and Local Taxes of the 
American Bar Association suggested that the question be com- 
promised by each of the two states taking one-half of the tax. 
The Committee on Multiple Personal Income Taxes of the 
National Tax Association, as did earlier committees, recom- 
mended the adoption of a nonresident credit on a reciprocal 
basis.^® However, the states thus far have not been able to agree 
on any one solution. 

Another possible field of uniformity in state income taxation 
involves the adoption of a uniform definition of “resident.” 
There are approximately six different varieties in use among 
the states with the result that an individual may be taxed as a 
resident in more than one state. A uniform definition suggested 
by the above mentioned Committee on Multiple Personal In- 
come Taxes has not been universally acclaimed. 

Reciprocal Exchange of Information 

A certain amount of coordination between the states, how- 
ever, has been achieved by the reciprocal exchange of infornia- 

1- Iowa, New York, North Carolina, South Carolina, Vermont. 

^3 Alabama, Arkansas, Colorado, Georgia, Kansas, Louisiana, Mississippi. 

California, Kentucky, Maryland, Montana, New Mexico, Oregon, Virginia. 

IS Proceedings of the .... National Tax Association, 1947, p. 308. 
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tion. Under that plan, nineteen states have agreements with 
New York under which information is supplied between New 
York and such states with respect to corporation taxes, and 
twenty states have similar agreements with respect to the ex- 
change of information concerning personal income taxes. Simi- 
larly, arrangements have been made and are in the process of 
being extended whereby the states receive information from 
the federal government. Through the efforts of committees of 
the National Association of Tax Administrators, progress is 
being made in the reciprocal exchange of information between 
the states and possibly in joint state audits. 

This cursory examination of uniformity, coordination, and 
cooperation with respect to income taxes is not too encourag- 
ing. Having spent a considerable part of the last fifteen years 
in this field, the results are in fact frustrating. To tax lawyers, 
tax accountants, and tax executives who deal with this problem 
daily, I am sure the results are equally discouraging. 

Need of Inter-governmental Agency for Collaboration 

I am convinced that there will be no progress in uniformity 
of state income taxation until some agency is created to deal 
with the problems inherent in existing tax laws.^® Such an 
agency would provide for collaboration between federal and 
state administrators; would act as a central clearing house for 
research and interstate cooperation; would raise a public apathy 
to a public interest; and might eventually get to joint returns, 
joint audits, and possibly even administration of overlapping 
taxes. 

I do believe that unless the federal and state governments 
cooperate in this field inefficiency in tax administration and 
unnecessary hardship on taxpayers will be continued. I do not 
believe such an agency lessens states’ rights or that it means a 

16 A federal -state fiscal authority was first recommended by the report of the 
Committee on Inter-Governmental Fiscal Relations of the Treasury Department 
(Sen. Doc. fig, ySth Cong., 1st Sess.y It was again I’ecommendcd to the National 
Tax Association in 1046 IProceeclmss of the .... National Tax Association, 
1946, p. 277). 
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subordination of the states to the federal government. I do 
believe it will make for more efficient tax administration, a 
saving in governmental cost, and will avoid harassment of tax- 
payers. Such an organization would operate on the basis of 
coordination and cooperation. It would have the power to 
recommend to the federal government and to the states solu- 
tions for present conflicts. 

I am of the opinion that eventually such an agency will be 
created but it will require the combined and untiring efforts 
of governors, legislators, tax administrators, tax lawyers, and 
tax accountants to achieve this result. More than that it will 
require an intelligent public opinion. Unless and until some 
agency is created to do the job, we will continue to have little 
uniformity in income tax administration. 
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LOCAL INCOME TAX ADMINISTRATION IN 
PENNSYLVANIA 

D. H. Kurtzman 

Assistant Director, Pennsylvania Economy League, Inc., Western Division 

T he income tax problem in Pennsylvania may be 
divided into two phases, Philadelphia and the other mii- 
nicijDalities; because although similar in many respects, they 
represent different problems, both in administration and in 
application. Both income taxes are the product of a pressure 
on the Legislature from local governments. The first, the Phila- 
delphia income tax, was a depression-born problem whereas the 
second was brought about by virtue of an inflationary period 
and increased costs of local government. 

During the depression years, most municipalities were faced 
with problems of declining revenues and the problem of the 
large metropolitan cities was particularly pressing. Because 
Pennsylvania municipalities are governed by special state legis- 
lation, they came to Harrisburg for help. 

In 1932, during a special session of the State Legislature, the 
city of Philadelphia and the city of Pittsburgh were given 
powers to impose taxes on privileges, transactions, subjects, 
occupations, or personal property which are not taxed by the 
state. While this act, known as the Sterling Act, was permanent 
for Philadelphia, it remained in effect only until June 1, 1935, 
for the city of Pittsburgh. Peculiarly, neither of the two cities 
took advantage of this act prior to 1935. In 1937, Philadelphia 
imposed an amusement tax, a documentary stamp tax, and a 
tax on parking lots. Philadelphia also, under this act, imposed 
a sales tax in 1938 but abandoned it soon after its enactment. 
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The Philadelphia Income Tax 

In November, 1938, the City Council under the authority 
given to it by the Sterling Act adopted its first income tax 
ordinance. It provided for a per cent tax on all income 
from salaries, wages, commissions, and on the net profit of 
unincorporated businesses. The flat rate was imposed because 
of previous decisions of the Pennsylvania Supreme Court hold- 
ing that all taxes on income must be uniform in compliance 
with the uniformity clause embodied in the Pennsylvania Con- 
stitution. The limitation to the net profit from unincorporated 
businesses was due to the fact that the Sterling Act prohibited 
the imposition of a tax on matters on which a tax is imposed 
by the state. Corporations in Pennsylvania are subject to a 
state income tax, hence could not be included under the 
Philadelphia ordinance. 

This ordinance, however, did include some credits and ex- 
emptions. It provided for a credit of $15 for each taxpayer for 
making his return. Since the tax was set at per cent, this 
had the ejffect of making the first $1,000 of income tax free. 
It also exempted domestic servants, farm laborers, and farmers 
selling their own products. In addition, there was a provision 
that the amount of taxes paid to the city on the taxpayer’s 
residence, whether paid by tlie taxpayer or by another, was 
deductible as a credit from the tax due. This, again, was in- 
tended in effect to give residents a deduction not allowable 
to nonresidents. In a test case before the Supreme Court 
{Butcher Y. Philadelphia, 333 Pa. 497, 1938), it was ruled that 
the ordinance was valid but it was decreed that the exemptions 
mentioned above were contrary to the uniformity tax clause 
of the state constitution. The court suggested that the city 
could proceed with the ordinance as written except for the 
exemptions noted above, or that it could draft a new ordinance. 
If a new ordinance were to be drafted, the court recommended 
that it should make provision for the withholding of the tax 
at its source by the employer. The City Council immediately 
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repealed this ordinance and the city was left without an income 
tax. On December 13, 1939, the council passed a new ordinance 
which became effective on January 1, 1940, imposing a tax at 
the rate of 1 1/2 per cent on salaries, wages, commissions, or other 
compensations, on residents of Philadelphia, and on nonresi- 
dents for work done or services performed within the city of 
Philadelphia. The tax was to apply on all earnings after 
January 1, 1940. The same rate was also applied to the net 
profits of unincorporated businesses, professions, or other ac- 
tivities conducted by residents of Philadelphia or by nonresi- 
dents conducted within Philadelphia. The tax for this group 
was to apply to profits earned after January 1, 1939. 

The first case tested the differential in period covered. The 
court held that the difference between wages and salaries and 
net jprofits represents a fair, reasonable, and sound classification 
because wages and salaries are usually certain and predictable, 
whereas income from business and professions do not have 
these characteristics. Hence, as long as the burden falls equally 
on the same class of people, there is no violation of the uni- 
formity clause. 

A series of cases followed, testing the liability of various tax- 
payers, largely nonresidents. With one exception, the courts 
sustained the Philadelphia ordinance. One case dealt with the 
problem of a New Jersey resident being taxed in Philadelphia. 
A case brought by railroad employees contended that the tax 
imposed an undue burden on interstate commerce. State em- 
ployees contended that the city was without power to tax earn- 
ings of state employees and federal employees made the same 
contention. In each of those cases, the court sustained the 
Philadelphia ordinance. In a similar case brought by employees 
of the Philadelphia Navy Yard residing in New Jersey it was 
contended that the area where the persons were employed was a 
federal area, having been ceded by the city of Philadelphia and 
the Commonwealth of Pennsylvania to the United States Gov- 
ernment. The court dismissed this contention. The one case 
in which the Philadelphia ordinance was not sustained involved 
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the question as to whether gifts or gratuities of a Catholic priest 
were to be considered earned income. The courts held that 
they are not considered as earned income and therefore not 
subject to the city income tax ordinance. 

Administrative Rules and Regulations 

The income tax ordinance permitted the Receiver of Taxes 
to promulgate such rules and regulations as were necessary to 
carry out the ordinance. Among these regulations was a dis- 
tinction between income from real estate by owners versus man- 
agers of property. It was the contention of the taxpayers that 
this regulation was in violation of the constitution regarding 
the uniformity of taxes. The court ruled that this differentia- 
tion was fair and reasonable since the ordinance taxed only 
earned income and not unearned income. Earned income, the 
court held, is where labor, management, or supervision is 
involved in the production of income while income derived 
from the ownership of property alone does not fall within this 
definition. 

A test case was also brought before the Philadelphia Com- 
mon Pleas Court by the Westinghouse Electric Corporation 
regarding the provision compelling the employer to withhold 
the city income tax from compensation paid its employees, resi- 
dents of Philadelphia, but performing services outside of the 
city limits. The court upheld the city's contention that the 
employer was subject to this authority of the city because it 
maintained a business address in Philadelphia which indicated 
that it was “doing business’’ in Philadelphia. No appeal was 
taken from this decision. 

Administrative Problems 

These various cases have settled the fact that residents of 
Philadelphia and nonresidents who are earning their income 
in Philadelphia are subject to this tax and that the employer 
is to deduct the tax at its source. In the case of state and federal 
employees, the court held that since these governments are 
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superior, the city could not impose any obligation on them. 
Those employees must file a return and pay the tax themselves. 
However, the city of Philadelphia is receiving the cooperation 
of both the state and federal governments. The Governor of 
Pennsylvania directed all state departments, boards, and com- 
missions to furnish the city of Philadelphia with the names and 
addresses and the compensation paid to employees who are 
residents of Philadelphia or nonresidents who perform any part 
or all of their duty in the city. Similarly, a presidential decree, 
issued annually through the Director of the Bureau of the 
Budget, directs all federal agencies to cooperate with state and 
municipal governments and a special section of this document 
relates to persons employed by the federal government in the 
city of Philadelphia. Under this order the city is furnished with 
copies of Form W-2 or lists containing the names and addresses 
of the employees and the amounts of their earnings. 

Self-employed persons are required to file a return and pay 
the tax in one lump payment or in quarterly installments. 

The withholding feature of the Philadelphia income tax 
preceded the withholding provisions of the federal income tax. 
The ordinance provided for monthly reportings by the em- 
ployers, listing the names of persons from whom the tax was 
withheld. On March 31, 1948, this ordinance was amended to 
provide for quarterly reporting in order to comply with the 
federal income tax deduction schedules. 

The taxes are collected by the Receiver of Taxes who col- 
lects all other city taxes and water rents. It is estimated that the 
cost of collecting this tax in Philadelphia is less than 2 per cent 
of the amount collected. The recent amendment provided for 
less frequent payments and reporting which should reduce the 
amount of clerical work and may result in a reduction in the 
cost of the collection of this tax. 

The Income Tax in Other Pennsylvania Municipalities 

So much for the Philadelphia income tax. Now, I should 
like to discuss the more recent income tax phases in Pennsyl- 
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vania local governments. As I said at the outset o£ my remarks, 
both income tax programs were brought about by virtue of 
pressure from local governments for legislative assistance. In 
the case of Philadelphia, it was the result of a depression prob- 
lem and in the case of the other municipalities, it was the 
result of inflationary increased costs. 

The city of Pittsburgh for at least two legislative sessions 
prior to 1947 had asked for power to broaden its tax base. In 
the 194,7 session of the Legislature, a bill was introduced to give 
Pittsburgh the same powers that were given to the city of 
Philadelphia under the Sterling Act. At the same time, other 
cities in Pennsylvania were clamoring for additional taxing- 
powers, and the school districts, faced with mandatory increases 
in teachers’ salaries, were seeking additional state subsidies. 
The Legislature, therefore, instead of imposing additional state 
taxes to give more aid to its school districts and municipalities, 
decided to delegate the power to local governments to impose 
taxes on items not taxed by the state. This power was extended 
to all school districts with the exception of the Philadelphia 
and Pittsburgh school districts, because their boards are not 
elected and therefore could not be given such broad powers. 
Included are all cities, boroughs, and first-class townships. The 
only governmental subdivisions not included are the counties, 
institution districts, second-class townships, and the school dis- 
tricts of Philadelphia and Pittsburgh. Altogether, there are 
1,037 municipalities and 2,616 school districts eligible to im- 
pose taxes under this broad act. As of December 1, 1948, 198 
municipalities and 472 school districts imposed various types 
of taxes under this act of which 140, including 103 school 
districts and 37 municipalities, are levying income taxes, rang- 
ing in rates from % of 1 per cent to 1 per cent. They all apply 
to earned income of residents and nonresidents and are similar 
to the Philadelphia income tax. 
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Double Taxation 

The act prevents double taxation by state and by local 
governments. It does not do so between municipalities and 
school districts. The Legislature left plenty of room for juris- 
dictional dispute between local and municipal school govern- 
ing bodies. Each may duplicate the other’s taxing powers. 
Several municipalities may also tax the same subject. The act, 
however, does rule against duplication with regard to the in- 
come tax. It provides that if income taxes are imposed on a 
taxpayer by the municipality of employment and the munici- 
pality of residence, the municipality of residence takes prece- 
dence. In other words, if an income tax is imposed, all who 
work in the community must pay the tax — wdiether resident 
or not. But, if the municipality of residence also has an income 
tax, the amount paid at the municipality of residence is de- 
ductible from the return made to the community where the 
taxpayer is employed. If the tax is levied at an equal rate in 
both communities, the municipality of residence gets the tax 
in toto and there is none left for the municipality of employ- 
ment. The exception is that in the city of Philadelphia, that 
city gets the preference instead of the resident community. 
In other words, if any municipality surrounding Philadelphia 
imposes an income tax, the city of Philadelphia gets preference 
and payment of the tax in Philadelphia becomes deductible 
from the tax due in the place of residence. As a result of this 
provision, none of the communities around Philadelphia have 
imposed income taxes. 

This is a significant difference from two viewpoints. First, 
as you will recall in ray reference to the Philadelphia income 
tax, the original ordinance was intended to impose the tax 
primarily on nonresidents, and even the amended ordinance 
which places the same burden on residents and nonresidents 
had, as its major advantage, the fact that the people who reside 
in the “bedroom” communities of Philadelphia were subject 
to a tax that supports the government of the municipality 
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where they earn their livelihood. This act, as you will note 
from my later discussion, prevents such a tax. The second major 
problem arising from this distinction relates to the administra- 
tion of the tax and the determination of the liability of the 
various taxpayers. 

Reciprocal Taxation 

The first effect of this provision has been to create reciprocal 
taxation in so far as income tax is concerned. If an income 
tax is adopted in a community, all of the surrounding mu- 
nicipalities and school districts hasten to impose their own 
income tax. The reason is obvious. It is to keep at home this 
revenue where it can be used either to relieve local taxes or 
to provide additional services. This is money that would other- 
wise be payable by the residents to outside units of government 
in which they work. To illustrate this point, while there are 
140 municipalities imposing such taxes, 122 of those taxes are 
imposed in 11 counties. The fact of the matter is that there 
are about ninety such taxing districts within four metropolitan 
areas. There are twenty municipalities imposing such taxes 
around the city of Johnstown as a result of the Johnstown 
income tax; about twenty-eight around Scranton; twenty mu- 
nicipalities adjoining Williamsport; and twenty-one adjoining 
the city of Sharon. Many of these municipalities are too small 
to administer income taxes effectively. As a result, not only is 
the machinery for the collection of the tax poorly established, 
but the cost of collection percentagewise is often very high. 
For example, in one borough, with a population of 604, the 
tax is estimated to yield about 1 1,200 in 1948. The administra- 
tive expense will run about $350 or 29 per cent. You can 
readily see what a ridiculous situation this tax produces. Cer- 
tainly, no one would claim that such a tax can be administered 
effectively for I350 but, at the same time, it means that the 
municipality is actually going to receive a net return of I850 
from this tax. On the other hand, the larger cities can collect 
the tax, with fairly elaborate administrative machinery, at less 
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than 2 per cent. Of the 140 municipalities levying this tax, 22 
have a population of less than 1,000. The smallest one is a 
school district with a population of 242 persons. It is apparent, 
therefore, that this provision of the act has greatly hampered 
the income tax as a source of revenue for metropolitan areas 
in industrial communities. 

Administrative P^'oblems 

These reciprocal taxes create some difficult administrative 
problems. First, the problem arises as to the means of allowing 
deductions and credits to taxpayers who live in one community 
with an income tax and work in another with a similar levy. 
Since the law provides that the payment of the tax in the place 
of residence shall be credited to, and allowed as a deduction 
from, the liability of such taxpayers for any other income tax 
by another political subdivision, the technical method would 
be for the taxpayer to pay the required tax to the place of 
residence and again to the municipality of employment. At the 
end of the year, he could then submit his tax receipt from 
his place of residence to the taxing body located in his place 
of employment and receive a refund for the amount that he 
had paid to the community of residence. This, of course, 
creates a lot of duplicate work for both the municipality and 
the taxpayer as well as an additional temporary outlay for the 
taxpayer. 

A common practice is for the employer to deduct only the 
tax levied by the municipality or school district in which his 
place of business is located. He does not consider himself bound 
by the requirements of an ordinance or resolution of another 
local unit. Moreover, he usually has no way of knowing what 
municipalities have imposed such taxes, and whether employees 
reside in any of those municipalities. Some employers are 
finding it quite burdensome to keep up with the list of munici- 
palities in which they do business that are imposing such taxes 
For example, I know of one employer who happens to have 
a loading barge in a community where one person is employed 
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full-time and several persons work there a few hours a day. 
This employer must ascertain the number of hours that these 
employees work in that particular community and determine 
their tax liability and then transmit the money to the tax 
levying body. 

There are several methods for simplifying this procedure to 
some degxee. The first is for all school districts and municipali- 
ties levying an income tax in a particular area to set up a cen- 
tralized system for collecting the tax once from each employee 
involved and for paying it over to the proper local unit or 
units. Such a procedure would simplify the collection of the 
tax, reduce the administrative costs, and reduce to a minimum 
the difficulty and inconvenience to the taxpayer and the em- 
ployer. Some municipalities have hesitated to set up such a 
machinery because the larger communities who would be the 
logical ones to run this system feel that it would encourage a 
larger number of communities to impose this tax at their 
expense. 

Another means of simplifying this procedure might be for 
the employee to file with his employer a request that his in- 
come tax be deducted and that the amount withheld be paid 
to his municipality of residence which has imposed a similar 
tax. Some employers have inaugurated such a system. Here, 
again, the larger municipalities do not want to encourage this 
type of simplification since they feel that it would encourage 
more municipalities to impose the tax. 

Fortunately, most municipalities have adopted similar ordi- 
nances and forms. In practically all instances they follow the 
federal income tax forms so that the employer is not confronted 
with a variety of different types of forms and reports. 

Aside from the administrative difficulties which these mu- 
nicipal taxes have imposed, they have also played havoc with 
municipal budgeting. Every new income tax in a particular 
area reduces the potential revenue for the municipality first 
levying this tax, making it difficult to estimate revenues from 
this tax with any degree of accuracy. Some advocate that the 
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ordinance be so framed as to apply only to residents, but such 
a move would defeat one of the main purposes of the income 
tax, namely, to get the income tax from persons not liable to 
other local taxes but using municipal services. Furthermore, 
the metropolitan cities would needlessly deprive themselves 
of the income to be derived from residents from neighboring 
communities which do not impose an income tax or impose 
it at a lower rate or at a later date. 

Jurisdictional Rulings 

So far there have been no cases on this new income tax 
reaching the State Supreme Court. One case involving the city 
of Scranton was handled by the Lackawanna County Court. 
This ruling involved several points. First, where two munici- 
palities enact a similar tax on earnings and on net profits, 
the municipality of residence has priority in collection of the 
tax, and the amount so collected may be deducted from a simi- 
lar tax which such taxpayer would otherwise be required to 
pay in the municipality of employment. Such provisions, the 
court ruled, need not be embodied in the ordinance since the 
law provides for this procedure. The same court also ruled that 
a municipality and a conterminous school district may both 
impose an income tax without either having priority as against 
the other, since both constitute the place of residence. In other 
words, the taxpayer residing or working in that community 
would be subject to both taxes. 

One question that has not been decided is whether a tax- 
payer can deduct the same tax from two municipalities. In 
other words, assuming that a taxpayer resides in city A where 
the city imposes a 1/2 per cent income tax, he works in borough 
B which has a 1/2 borough tax and a 1/2 per cent 

school tax, the question arises as to ^vhether or not he can 
deduct the 1/2 per cent paid at his place of residence against 
both the borough and the school income taxes imposed at his 
place of employment. 
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Other Administrative Problems 

Other administrative problems arise from the extreme change 
in the provision of the 1947 act as contrasted with previous 
legislation. In the past, the Pennsylvania Legislature has spe- 
cifically spelled out the methods by which municipal taxes are 
to be collected, provided for an elected tax collector, as well 
as the dates when the taxes are due and payable, at discount, 
at face, and at penalty. The acts also provided for specific 
rates of discount and penalty. This act of the 1947 Legislature, 
known as Act 481, authorizes the munici23alities to provide, 
by ordinance, for the creation of such personnel and the im- 
position of such penalties and regulations as may be deemed 
necessary for the collection of taxes imposed under this act. 
Consequently, various arrangements for the collection of these 
taxes have been included in local ordinances and resolutions. 
Some provide for the collection by the existing tax collector, 
who is an elected official, while others have imposed the duty 
on the secretary or the treasurer. In some instances, special 
bureaus are created such as the Commissioner of Income Tax 
in the city of Johnstown. 

The laws relating to tax collection provide that the local 
tax collector shall collect all taxes levied by the particular 
taxing district. Whether this is in conflict with the provisions 
of the later act has never been determined. The general opin- 
ion is that since Act 481 of 1947 was passed after the various 
municipal codes, that it superseded these provisions. 

The question often raised is whether a local unit has the 
right to require employers to act as collectors and reporting 
agents without compensation. In fact, some employers have 
refused to withhold the tax on those gxounds and cases are 
now pending in local courts, but no decision has been rendered 
on this question. Another question which often arises and in 
which no decision has been made is whether a municipality 
can demand the withholding of the tax from an employer who 
has no business office in the municipality imposing such a tax. 
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These administrative problems, however, have not deterred 
municipalities from imposing the income tax especially where 
the major city has imposed such a tax. The provision which 
has deterred the wider use of this tax is the one that I men- 
tioned earlier which permits reciprocal taxation by adjoining 
communities. In the city of Pittsburgh, for example, some of 
the taxpayers, who are now subject to various types of taxes 
imposed by that city under Act 481, have indicated that the 
city might impose an income tax in lieu of the other taxes. 
The city officials have maintained that Section 5 of the act 
which permits the deduction of the tax by places of residence 
would, in effect, result in an income tax on the residents of 
Pittsburgh alone, which, to their way of thinking, made the tax 
undesirable. Possibilities are, that if such a provision were not 
included in the act, an income tax might have been considered 
in a more favorable light by the city officials of Pittsburgh. 

Conclusion 

It is apparent, therefore, that the income tax in Pennsyl- 
vania’s local communities outside of Philadelphia is quite 
different from that of the city of Philadelphia, where one of its 
major advantages has been that it has subjected a lot of persons 
with substantial income, who maintain their offices in Phila- 
delphia but live in the more desirable suburban areas, to a 
tax within the city of Philadelphia. In other municipalities, 
that advantage has been taken away because the act applies to 
too many municipalities. No doubt, some effort will be made 
at the next session of the Legislature by some of the larger 
cities, to amend that provision and give the city of employment 
priority instead of the place of residence. Pennsylvania’s legis- 
lature is predominantly rural in character, as are the legislators 
of most states, and they will probably not look with much 
favor on such a recommendation. Barring such an amendment, 
the income tax will be primarily a tax on residents only. 

The reciprocal income taxes imposed under Act 481 by the 
suburban communities have, in die main, taken the form of 
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Spite taxes. They have deprived the area which is in greater 
need of revenue, namely, the metropolitan cities, from a sub- 
stantial source of revenue and have distributed that amount 
among a large number of smaller municipalities where it pro- 
duces little revenue. These smaller communities have all 
copied the Philadelphia income tax ordinance and have at- 
tempted to prescribe an administrative mechanism, which, 
while proper for a large city like Philadelphia, has no applica- 
tion in a smaller community. The result has been a tearing 
down of a tax which has proven meritorious for larger cities. 

However, despite its limitations, this tax is being extended 
all the time. The cities of Altoona and New Castle, for exam- 
ple, are now in the process of passing ordinances imposing an 
income tax for the year 1949 and, no doubt, this will be 
followed by another group of municipalities surrounding those 
cities. For despite its limitations, the income tax has proven 
financially lucrative to the larger cities. This tax is being im- 
posed in most cities for the reason that it is the only broad 
base tax available and practical for local governments. 
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ACTUAL PROBLEMS INVOLVED IN SETTING UP 
LOCAL INCOME TAX ADMINISTRATION 

Carl C. Tillman 

Commissioner of Taxation, City of Toledo 

T he PROBLEMS involved in setting up a local income tax 
administration depend upon the specific compliance pro- 
visions of the legislation imposing the tax, the requirements of 
the state code or local charter covering the receipt and record- 
ing of municipal revenues, and the entire procedure then tested 
by sound accounting practice. 

The Toledo income tax ordinance (No. 18-46, passed January 
28, 1946, effective March 1, 1946) levies a tax of 1 per cent on 
the gross salaries, wages, and other personal compensation re- 
ceived by employees who are residents of, or work in, Toledo, 
and 1 per cent on the net profits of business, both corporate 
and unincorporated. Further, the ordinance provides that: 

The tax is to be withheld by local employers from the wages, salaries, 
commissions and other personal compensation of all employees employed 
in Toledo at the time such wages are paid, and remitted to the City of 
Toledo on or before the 15th day of the month following the month in 
which the withholding occurs, on a form provided by the Commissioner of 
Taxation (Section 6); 

All taxpayers, both individual and others, having taxable income from 
which full tax liability twll not be withheld, are required to file a Declara- 
tion of Estimated Toledo Income Tax on or before the 15th day of March, 
1946, and each year thereafter, covering the estimated tax for the year, or 
within 75 days after the beginning of a fiscal year other than the calendar 
year. The tax is payable in equal installments, the initial payment accom- 
panying the declaration, and subsequent payments due each 75 days there- 
after (Section 7). Amended Declarations may be made at any payment date; 
All taxpayers required to file declarations are also required to file a Lax 
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return on a form provided by the Commissioner of Taxation, on or before 
the 15th day of March following the year in which the income is received, or 
within 75 days after the close of a fiscal year or period differing from the 
calendar year (Section 5); 

It is the duty of the Commissioner to collect and receive the tax imposed 
by the Ordinance, keep an accui'ate record of the amounts received from 
each taxpayer and the date thereof, enforce the provisions of the Ordinance, 
furnish the forms necessary for taxpayers’ compliance, and to adopt and 
promulgate rules and regulations (Section 8). 

With only about thirty days between the time of the passage 
of the ordinance and its effective date, it was necessary that 
several things be done practically concurrently, as follows: 

1. Secure suitable office space. 

2. Prepare an estimated budget of the anticipated expense of administer- 
ing the ordinance. 

3. Arrange for the purchase of necessary equipment and supplies. 

4. Employ capable personnel. 

5. Adopt rules and regulations and arrange for the printing and issuance 
thereof. 

6. Prepare a list of potential taxpayers from whom declarations and with- 
holdings would be required. 

7. Devise and procure necessary forms for use of taxpayers. 

8. Attend numerous meetings and conferences to explain the provisions 
of the ordinance, and to carry on an educational campaign to defend 
the ordinance at the referendum. 

9. Arrange for the proper receiving, recording and depositing of all tax 
receipts. 


Office Space 

We were able to rent the top floor of a four-story building 
just being redecorated for office purposes. This floor had an 
area of approximately 7,600 square feet and the existing ar- 
rangement of offices seemed to fit in well with our needs. 
Having all activities located on one floor is a decided con- 
venience and much to be desired wherever such an arrange- 
ment is possible. Although the building is not located adjacent 
to the City Hall, it is but a few blocks away and just on the 
fringe of the crowded downtown area where adequate parking 
space is available. 
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Budget 

The preparation of a workable budget was a nightmarish 
estimate. Obviously, it would take at least two years to com- 
plete our organization, much depending upon delivery dates of 
equipment and supplies, both of which were extremely scarce. 
Not only was an appropriation necessary to cover the ten 
months of 1946, but Council also wanted an estimate as to the 
approximate costs for each of the four years following. Before 
any estimate for budgetary purposes was possible, it was neces- 
sary to anticipate practically the entire system so we would 
have some idea as to the number and type of personnel, the 
equipment required, the necessary essential forms to be used, 
etc. It was finally decided that our budget for the ten months 
of 1946 would approximate $149,900, of which $27,500 was 
for equipment. Our actual expense for operating the division 
other than for the purchase of equipment was $94,900 for this 
period. With anticipated revenues aggregating $6,000,000 per 
year, it appears that the cost of administration will approxi- 
mate slightly more than 3 per cent. 

Equipment 

Since the ordinance requires that an accurate record be kept 
of the amounts received from each taxpayer and the date 
thereof, this indicated the use of equipment which, would satis- 
factorily record this data on a ledger form and, as good account- 
ing practice would indicate the advisability of sending a noti- 
fication to taxpayer in advance of each quarterly payment date, 
the posting machine to be used should be of such a nature as 
to accomplish this result. Also, for statistical purposes, it should 
accumulate totals with respect to the total amount declared by 
all taxpayers, the amount of payments made thereon, the effect 
of any adjusting journal entries required, and the total of any 
increase or decrease from the original declaration as indicated 
by the final tax return. Our analysis of the situation indicated 
that two machines would be required since it would be neces- 
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sary to record the declaration and initial payment, three sub- 
sequent payments, and the final payment accompanying the 
tax return and the receipt of taxes withheld by employers. As 
there was absolutely no chance of securing these machines out 
of stock we were fortunate in having the Burroughs Adding 
Machine Company loan us a machine which enabled us to get 
started until our own machines could be delivered. 

Three payment notices would be required as well as the 
forms to be used by withholding employers for reporting the 
amount of tax withheld and to accompany remittances. It was 
decided it would be most advisable to have these forms pre- 
addressographed as taxpayer’s name was recorded on our 
records so as to give the taxpayer an opportunity to make any 
corrections necessary. These forms are both pre-addressed and 
mailed in window envelopes. The pre-addressing is done by 
addressograph equipment, and orders were placed for a Model 
1900 addressograph with automatic feed, a proofing addresso- 
graph, and a graphotype for cutting the plates. Here too, a 
delay was indicated in securing the equipment, but we were 
fortunate in having equipment loaned to us by the Addresso- 
graph-Multigraph Company and also having them cut the orig- 
inal plates. These plates are used for embossing all ledger 
accounts as well as all notices and tax returns. 

Personnel 

Since the ordinance was passed for a limited period, expiring 
December 31, 1950, it was considered as being a temporary 
measure and the employees were not subject to Civil Service. 
Consequently, we were unable to secure qualified employees 
from other city departments. All employees were hired from the 
outside and only in sufficient numbers to carry on the work at 
hand. In selecting these employees this matter was left to the 
discretion of the Commissioner and no political pressure was 
applied in any phase of our activities. I attribute much of the 
success of our organization to the excellent cooperation re- 
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ceived from Mr. George N. Schoonmaker, our City Manager, 
and to the members of the Council. 

As the work of organization progressed and needed equip- 
ment became available, additional employees have been added 
from time to time. Our payroll for the first half month included 
seven employees, while at the present time we have fifty-four. 
It is doubtful if this number will exceed sixty employees dur- 
ing the life of the present ordinance. Ail male employees were 
hired as investigators and, as our organization progressed, pro- 
motions were made to higher classifications. All city employees 
are now on a point basis which indicates the annual salary, 
and are serving at the minimum rate for one year and then 
automatically advancing to the maximum rate of the particular 
position classification. 

Rules and Regulations 

Preparation of rules and regulations was handled by the Law 
Department, and many bull sessions were held nightly in order 
to eliminate as many bugs as possible. Inasmuch as the ordi- 
nance levied a tax on “net profits earned’’ of business and 
provided an allocation formula, considerable thought was 
necessary in covering these two features. Also, we had to stay 
away from any field already pre-empted by the state, such as 
income from intangibles, and to eliminate income which could 
not be clearly defined as earned income. Much confusion 
existed during the early days because of the federal concept of 
income, which includes practically all income, as against the 
Toledo concept of earned income only. Meetings were held 
with groups of accountants, attorneys, and others to acquaint 
them with the requirements of the ordinance so that they could 
properly advise their clients. We were fortunate in having 
excellent cooperation from them, as well as from employers. 

List of Taxpayers 

Although the ordinance does not require that forms be 
mailed to the taxpayer, we felt this was the logical thing to do 
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and each form mailed is accompanied by a return envelope. 
This necessitated our securing a list of potential taxpayers 
from whom declarations and withholdings would be required 
and this list was made up from our local telephone directory, 
as well as the directories of various trade associations. In this 
way we were able to start out with a fairly comprehensive list, 
at least so far as business was concerned. The most difficult 
names to secure were those who were employed in other gov- 
ernmental agencies from whom tax withholding could not be 
required, those individuals having income from a business 
carried on from their homes, and residents working in plants 
outside the city whose employers could not be required to 
withhold. We had very fine cooperation from the federal offices 
as well as the county and the school board. We have been 
doggedly after those residents working for firms outside the 
city and such taxpayers are being added daily to our records. 
During the past year many of these outside firms, at the request 
of their employees whom we caught up with, began to withhold 
the tax. This naturally is most helpful to us as it reduces the 
number of accounts we must maintain and relieves the em- 
ployee of a considerable amount of bother in filing a declara- 
tion and return and making quarterly payments. 

Forms 

The first form required was a form of declaration of esti- 
mated tax and for this purpose we followed the pattern set by 
the federal government, with the exception that our declara- 
tion indicates the amount of income on which the tax is 
estimated. These first declarations were mailed on the sixth of 
March, 1946, and the time for filing extended to March 31, 
1946. The form carries full instructions as to how the declara- 
tion is to be made up and what constitutes income or net 
profits earned, as well as the various types of income excluded. 
The original folds over so that a carbon copy can be made 
for taxpayer’s records. We then considered the form of ledger 
account to be used as well as the type of quarterly notice to be 
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sent, in advance of the next quarterly payment date, to all 
taxpayers not having paid the tax in full when filing the 
declaration. When the amount declared and the initial pay- 
ment are posted, the remaining balance is automatically trans- 
ferred to this quarterly notice, which we call Q-i. When 
pre-addressing these forms the addressograph indicates the 
taxpayer’s serial number, name, and address, and also that 
one-third, one-half, or the balance of the amount indicated is 
due at the particular date. 

Since the ordinance required that employers must withhold 
the tax from wages paid after March i , exclusive of that portion 
earned previous to March i, and was to be reported and 
remitted on a form furnished by the Commissioner, this form 
had to be devised quickly so that the employer could comply 
with the ordinance on or before the fifteenth day of April. 
After four months of this we finally prevailed upon Council 
to pass a supplemental ordinance (234-46, July 15, 1946) per- 
mitting the reporting and remitting of withheld taxes on a 
quarterly basis the same as federal income taxes. This remitting 
form is known as our W-i. 

Both of these forms are of the snap-out design with carbon 
interleaved. The original and duplicate are mailed to the tax- 
payer, who uses the original to accompany the remittance. The 
triplicate and quadruplicate are retained in our file and are 
withdrawn as payments are made. At the expiration of the 
payment date all remaining copies indicate delinquents and the 
triplicate is used for mailing in a window envelope as a delin- 
quent notice. We were also subject to delay in securing these 
forms due to the paper shortage. Therefore, we had substitute 
forms printed locally, hand-folded, and carbon inserted. 

Referendum 

Shortly after the ordinance became effective referendum peti- 
tions were circulated and a special election set for April 11, 
1946. In the interim, in order that they might have complied 
with the ordinance, several thousand taxpayers filed declara- 



326 INCOME TAX ADMINISTRATION 

tions covering their estimated taxable income for the ten 
months and only paid a tax on approximately one-tenth of 
such income, or merely filed token declarations, on the theory 
that the electorate would knock out the ordinance. All such 
declarations and their partial payments had to be recorded. 
In the meantime, numerous meetings and conferences were 
held with various groups explaining the provisions of the 
ordinance, the necessity for this additional revenue, its effect 
on citizens and taxpayers, the strong financial condition which 
the city would enjoy as a result of the tax, etc. 

When the ordinance was upheld by a majority of the electors 
it was then necessary that these taxpayers file amended declara- 
tions and make remittance of the balance of the required initial 
payment. This made double work for the division at the very 
onset and at a time when untrained personnel and lack of 
equipment tested our resourcefulness to the limit. 

Receiving and Recording Taxes 

Because of the difficulty in securing equipment and supplies, 
even office furniture being at a premium, our accounts were 
set up in alphabetical order. You can appreciate that similarity 
of names, poorly written signatures, and changing addresses 
gave us quite a few headaches. You would be surprised at the 
number of different ways one taxpayer can write and spell his 
own name. This resulted in our setting up duplicate accounts 
for the same taxpayer and dunning him for a payment already 
made under a slightly different name or address. When we 
look back now over those early days we wonder how we ever 
kept anything straight. We even had taxpayers send us silver 
money in an envelope without postage and without any indica- 
tion as to who sent the money. We are rather proud of the fact 
that, after being in business over two and one-half years, and 
collecting in excess of $14,000,000, we have a net cash overage 
of about $11 and unapplied remittances of less than $200. 

We have four bank teller machines used for receipting of all 
taxes paid by taxpayers. These machines imprint on both the 
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taxpayer’s copy and the file copy the date, transaction number, 
and amount of the payment and this same information is 
recorded on a tape. The type of form filed is indicated by a 
code and deposits are made up according to these tapes. All 
moneys received are deposited with the city treasurer and post- 
ings to the taxpayer’s account are made according to these indi- 
vidual deposits. A daily report of taxes received and so de- 
posited is made to those officials concerned therewith, and a 
monthly report is also made indicating the receipts for the 
month and year to date, together with any refunds made during 
that period. These monthly reports are publicized in the City 
Journal and, of course, any citizen or taxpayer can get full 
information from us as to these figures. However, no informa- 
tion with respect to any particular taxpayer is given to any but 
the taxpayer himself, and no such information is given over 
the telephone to anyone. 

General Organization 

As the organization advanced and necessary equipment be- 
came available, we were able to departmentalize our activities. 
Where at first our employees were used at any task required 
to be done at the moment, we are now set up along the fol- 
lowing lines. 

We have an attorney who handles all legal matters and acts 
as deputy commissioner. 

A chief auditor has direct supervision over the audit staff 
and the investigation department. He is assisted by an assistant 
chief auditor and a supervisor of investigations. The field audi- 
tors make office and field audits of all taxpayers’ records where 
so required, while internal auditors are used for supervising 
internal details. The investigators are in the field looking for 
new businesses as well as checking up on all evasions. Both in- 
vestigators and auditors assist taxpayers at filing periods in pre- 
paring the necessary returns. 

The addressogTaph department maintains a constantly cor- 
rected list of all taxpayers and pre-addresses all necessary forms. 
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This list consists of a four-part index covering all taxpayers, in 
numerical serial number order, in aljDhabetical order by cor- 
porate or trade name of taxpayers, in alphabetical order by 
individual or owner’s name, and in alphabetical order accord- 
ing to street addresses. 

We have recently rented microfilm equipment from Re- 
cordak for fire protection purposes. At stated periods through- 
out the year, when it is possible to do so, a film is made of all 
ledger accounts and, as postings are made to these accounts a 
film is also made of the posting media. One set of films is kept 
in our office for use when necessary, another set is kept in a fire- 
proof building. In this way, should a fire destroy our records, 
we would be able to replace them from these films. As each 
copy is filmed the machine automatically inscribes this fact so 
that the file room can detect any items which may have escaped 
microfilming. 

Throughout the entire administration of the ordinance we 
worked on the premise that our office was to serve as a collec- 
tion agency for the convenience of taxpayers and that the pro- 
ceeds of our endeavors would eventually inure to the benefit 
of the citizens. Consequently, we have endeavored to be as 
cooperative as possible at all times, and at the same time 
conduct our administration fairly and equitably. We recognized 
the withholding provisions would be an additional burden on 
employers and it has been our constant practice to minimize 
this burden wherever possible. In return we enjoy the con- 
fidence and cooperation of our taxpayers and are rather proud 
of the fact that we have been spared much of the criticism to 
which public offices are at times so vulnerable. 



CHAPTER XXXIX 


THE TAXPAYER ANGLE ON LOCAL INCOME 
TAX ADMINISTRATION 

H. G. Homuth 
Treasurer, Jewel Tea Company, Inc. 

I AM HAPPY for the privilege extended to me of repre- 
senting the local taxpayer in this forum on the subject of 
local income tax administration. 

In thinking about my remarks today I was surprised to dis- 
cover that this subject of income tax dates far back beyond 
1913. I had always supposed that the first general income tax 
law of that date was the beginning of all income taxes. I 
discovered in reading a recent issue of Fortune magazine, how- 
ever, that we had an income tax as early as 1862 in the United 
States and as far back as 1692 in Great Britain. 

In fact, the income tax principle goes back before the time of 
Christ. It is my understanding that Plato, who lived back in 
the period from 427 to 347 b.c., had this to say about income 
taxes: “When there is an income tax, the just man will pay 
more and the unjust man pay less on the same amount of 
income.” 


No Axe to Grind 

In accepting this assignment I do want to make clear that 
I have not come here to crusade against any particular tax or 
method or procedure, but rather for the purpose of focusing 
attention on some of the problems faced by certain groups of 
taxpayers, which are generally ignored by those who draft tax 
laws and tax regulations. 
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In using the word, “ignored,” I do not wish to imply that 
the framers of tax legislation are deliberately and willfully 
closing their eyes to these problems, but rather that they are 
probably unaware of some of the less obvious and more un- 
usual characteristics of certain industries such as the one I 
represent; and, for that reason, little or no provision is made 
in current tax legislation to make it fit the type of situations 
which I shall attempt to describe. 

Generally, tax plans, particularly those drawn for small com- 
munities, are tailored to fit the industries which are the most 
obvious — those such as the manufacturing or processing plant, 
the retail store, or the business office. They are the ones you can 
see. They catch attention and for that reason their problems 
are, to a large extent, considered in framing local tax laws. 

An example, illustrating the degree to which our type of 
industry is overlooked, may be found in a recent experience 
we had with the city of Scranton. We had been writing about 
certain aspects of the Scranton tax. In one of his replies, the 
city treasurer included a list of towns around the city of Scran- 
ton, each of which had enacted income tax laws in recent 
months. Despite the fact that we operated in many of these 
towns, there was a total of sixteen about which we had abso- 
lutely no information in our files or in our tax service, nor did 
any representative of those towns apparently make any effort to 
notify us of the tax laws — despite the fact that we might have 
been subject. 

Appreciate Need for Local Taxation 

Perhaps I should hasten to add that I do have some apprecia- 
tion of the problems faced by the various taxing bodies. For 
some years I served as president of the Park Board in my local 
community and in that capacity, I had to be concerned about 
obtaining sufficient tax income and other revenue to keep 
abreast of the ever shrinking purchasing power of the dollar 
and the consistently increasing demands of the public for addi- 
tional services and facilities. 
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In our particular part of the country, public tax bodies are 
subject to laws which make it difficult to operate on a sound 
budget basis and on good business principles. It is practically 
impossible to build up sinking funds to meet large anticipated 
expenditures. In fact, the entire body of the law, with reference 
to the financing of the Park Board, for example, is predicated 
on operating one year behind the receipt of income. 

My education in the problems of taxing bodies was broad- 
ened by a very unique experience having to do with the fact 
that our local community has a county line running almost 
through the middle of town. This means that there are two 
separate taxing bodies involved in the makeup of the tax rate 
for the citizens of the town. 

In 1943 Assessor Clark of Cook County developed his famous 
100 per cent valuation formula and applied it to the valuation 
of property in Cook County including that portion of Barring- 
ton lying in Cook County. 

The other county continued to operate on its customary basis 
of valuing property at around 20 to 22 per cent of full value. 
Thus it developed that the people in Barrington who lived on 
the Lake County side paid only about one-third of the tax 
compared with the people living on the Cook County side. 
In other words, a Lake County taxpayer, whose tax formerly 
had been about .f8o a year, found his tax reduced to somewhere 
around I50; whereas, a comparable piece of property on the 
Cook County side of town would have a tax of about $150. 

After living through the many tax protests and public hear- 
ings required to straighten out this mess, I was almost ready 
to hang out my shingle as a tax consultant. 

Furthermore, as a taxpaying homeowner, I subscribe to the 
attitude of Mr. Carl J. Faist, Director of Finance, Saginaw, 
Michigan, who recently had an article in the Saturday Evening 
Post, in which he made the following statements: 

I am an ordinary ciuzen of a typical American city. Last year my taxes 
were 1,1 74. 78. Of this amount my local tax was only $95.18. For my city 
tax of $50.54. per year I get police protection for myself and family, my 
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home, my car and my bank account. I get lire protection day and night the 
year around for my house and its contents. 1 get safe pure water delivered 
to my home and the sewage removed. I get traffic lights to drive by, street 
lights, bridges, sidewalks, pavements, voting facilities and a goodly number 
of parks and playgrounds. I get health protection through the city’s food, 
milk, restaurant and sanitary inspection. Last night I enjoyed a line free 
concert by our municipal band. Twice during the past year I have been 
given valuable information by our city clerk. The street in front of my 
house was cleaned ten times last summer, and the snow was removed six 
times during the winter. Our system of garbage removal isn’t all that could 
be desired, but at least I have reasonable service on that disagreeable job. 

For my school tax of $26.79 I have been permitted to send two daughters 
through grade school and high school. The health, safety and education of 
my children are mighty important, representing three of the biggest goals 
of my life. My home and my job are also mighty important to me. My local 
government protects them all at a cost last year of only $95.18, compared 
with my federal taxes of $1,079.60, with the latter representing about one- 
fifth of my entire income. 

I agi'ee with Mr. Faist that we receive a great deal in return 
for our local tax dollars in most American communities today, 
and I believe our job as citizens is to be just as cognizant of the 
problems of providing adequate income to our municipalities 
as we are of the size of our tax bills. 

Jewel Background 

As I have stated heretofore, most of these local income tax 
laws are ignoring the problems of certain gToups of taxpayers, 
of which, perhaps, our company is a good example. 

To help you understand our difficulty I would like to de- 
scribe very briefly our method of operation. We operate in 
forty-three states, and these forty-three states are served by 
seventy-seven branch warehouses. Each of these warehouses 
services perhaps twenty-five motorized routes, although the 
number varies up to fifty in some locations. Each motorized 
route serves around six hundred customers, covering a cycle 
of two weeks, after which the salesman repeats the cycle again 
with the same customers. 

At each call the salesman delivers the products ordered last 
time by the customer and then takes her order for delivery 
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two weeks hence. So far the operation is simple, but now it 
becomes complicated in view of the administration of local 
taxes, unemployment compensation, workmen’s compensation, 
and other regulatory measures. 

A route may operate entirely within a city or it may spend 
a day or two in a number of individual small towns — in fact, it 
may spend as little as a third or a fifth of a day in one or more 
small communities in the course of its two-week cycle of 
operations. 

Many of our branches have motorized routes which operate 
in more than one state, and in some cases a branch warehouse 
may have routes operating in as many as four different states. 
As you can see, therefore, a branch may serve a large number 
of communities with individual routes crossing the boundaries 
of a great many individual towns and cities. 

Basic Problems 

To give you the picture in a nutshell of the basic problems 
induced by many local tax laws, we have prepared an illustra- 
tion involving a hypothetical route operating in some of the 
small communities in the area adjacent to Scranton, Pennsyl- 
vania, We have routes in this area, many of which have some 
of the problems mentioned here; but, for purposes of focusing 
attention on the complicated administrative difficulties involved 
in complying with the withholding tax laws of the cities in this 
area, we have drawn an illustrative route which covers a terri- 
tory involving twelve different taxing districts, each having an 
income tax law. 

For the sake of making this illustration clear, a chart has 
been prepared showing a picture of the operations of this route. 
In this illustration our salesman lives in and is headquartered 
in the town of Montdale, Pennsylvania, which, according to 
the latest information available, had no income tax law. 

During the course of the ten-day cycle, this salesman spends 
some time in each of twelve towns or other taxing districts 
which have income tax laws; and, in addition, of course, he 
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works in areas where there are no such laws. The light shading 
indicates cities or towns which have enacted income tax laws 
and the intermediate' shading indicates school district income 
tax areas. The heavily shaded areas are those containing two 
jurisdictions each having an income tax law. 

Time spent in income tax areas varies from as little as one- 
sixth of a day to as much as one full working day. In total, this 
man spends four and four-fifths days in towns where his earn- 
ings are subject to income tax out of the total of ten working 
days in his cycle of two weeks. Computing the tax liability on 
this man’s earnings for each of these twelve towns is quite an 
operation; however, if the conditions were static and not sub- 
ject to change once the ratios were worked out any ordinary 
clerk could apply them week after week. 

Unfortunately our customers are human, and as a result we 
find it necessary to accommodate our operations to them. Some 
of them leave us for various reasons — sometimes to move to 
other parts of the country, sometimes to move into a new home 
in the country or a suburb, sometimes death breaks up a family 
— and thus for many reasons we find it necessary to replace the 
customers who leave us. These new customers, plus those who 
move but who continue as our customers, cause a constant shift 
in our routes and in the ratios of time spent by our salesman 
in the various communities served in his two-week cycle of 
operations. 

This fluid condition of our accounts makes it difficult to 
compute a series of ratios for the purpose of allocating the 
earnings of a salesman as a basis for tax computations. Every 
few months those ratios change, and this means a considerable 
amount of work and expense in trying to keep up to date on 
the administration of local withholding tax laws which are 
predicated upon an allocation of income rather than on resi- 
dence only, 

A further complication arises out of the fact that our sales- 
men receive salaries which are based to a large extent on their 
sales volume. Thus every four weeks a salesman’s salary will 
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change up or down, depending on his volume for the preceding 
four weeks. This means that the amount of an individual’s tax 
must be ascertained anew every four weeks, in addition to the 
computations needed to adjust for variations in earnings due 
to illness and other reasons for time lost. 

Basic Problem Not Confined to Jewel 

Before you throw up your hands in despair, saying that you 
did not come here to hear about the tax woes of any one 
employer, I would like to tell you that our company is not 
alone in having these problems. There are many others in 
exactly the same type of business. 

There are about two hundred companies operating home 
service routes in this country exactly like the ones I have 
described. Of this number, fifty-two companies operate in Ohio 
and Pennsylvania, where the withholding tax principle is being 
applied to local income taxation to an increasing extent at the 
present time. 

In addition to the two hundred companies operating home 
service grocery routes such as ours, there are a great number 
of other route industries which are affected to a very similar 
extent. They include milk routes to both homes and dairies, 
bakery routes, auto part routes, the auto delivery trailer type 
of operation, laundry routes, frozen food routes, butter and egg 
routes, diaper service, gasoline delivery both to tanks and 
stations as well as fuel oil deliveries to farms and homes, fruit 
juice routes, to say nothing of the aluminum salesman. Real 
Silk salesman, paper and stationery salesman, vacuum cleaner 
salesman, soft water routes and, of course, the Fuller Brush 
man. 


Other Problems 

Now that you have a little better understanding of how vital 
home service is in our American way of life and the extent to 
which industries of this type are woven throughout the fabric 
of our economy, you can see a little more clearly that, as local 
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taxation continues to develop in the direction it lias taken, 
more and more companies and employees are going to become 
immeslied in the red tape of a very cumbersome tax adminis- 
tration. 

A typical local tax ordinance makes no effort to cover the 
problems of an operation such as I have described. It simply 
specifies a tax rate to be applied to salaries, wages, commissions, 
and other compensation earned by residents or nonresident 
employees of the community. 

Where the employer is required to withhold taxes in a 
situation such as the one I have discussed, what is the employer 
expected to do? Suppose in the case I mentioned the salesman 
was earning $85 a week. If a certified public accountant were 
employed he might figure out the tax bill by allocating the 
salesman’s earnings to the various communities in which the 

Income Tax Withholding Computations for 
Hypothetical Route in Pennsylvania 


Day 

Days Spent 
In Tax 
Jurisdiction 

Tax to be Withheld For 

Tax Rate 

Wage 

Apportion- 

ment 

Tax 

With- 

held 

#1 day 

full day 

Abington Ind. School 






Dist. 

1% 

$17.00 

$.17 



(Includes Waverly) 




#2 day 

1/6 day 

Clark’s Green 

1% 

2.83 

.03 


1/6 day 

Glenburn 

1% 

2.83 

.03 

#3 day 

4/5 day 

Clark’s Summit 

1% 

13.60 

.14 

#4 day 

1/2 day 

f Scranton 

1% 

8.50 

.09 



\ Scranton School Dist. 

1/2 of 1% 


.04 


2/5 day 

Dickson City 

1% 

6.80 

.07 

//5 day 

1/2 day 

Blakely 

1% 

8.50 

.09 

#6 day 

2/5 day 

f Archbald 

1% 

6.80 

.07 



\ Archbald School Dist. 

1/2 of 1% 


.03 


2/5 day 

Jermyn School Dist. 

1/2 of 1% 

6.80 

.03 

fl day 

1/2 day 

Mayfield School Dist. 

1% 

8.50 

.09 

#8 day 

None 


No tax 



#9 day 

None 


No tax 



if 10 day 

None 


No tax 



10 days 

4 4/5 

12 taxing jurisdictions 


$82.16 

$.88 


Total tax withheld for two-week pay period 88^ 
Number of taxing jurisdictions 12 

Average tax withheld per jurisdiction 73^ 


12-3-48 
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salesman worked during his two-week cycle based on the days 
or fractional days spent in each place. In that case the public 
accountant’s tax computation would look something like the 
one presented in the following example. 

You will notice that, after making twelve divisions of income 
and twelve multiplications of the allocated earnings by the 
individual tax rates, then adding up the column of twelve tax 
figures, our public accountant would arrive at the grand total 
of eighty-eight cents tax due for the two-week cycle of opera- 
tions. This is an average of about seven cents for each of the 
twelve communities involved. For an entire year this would be 
an average of about I1.90 for each of the twelve tax bodies. 

Those of you who know anything about corporate proce- 
dures and the safeguards for the spending of company money 
will readily understand that it costs more to draw the checks 
and prepare the letters of transmittal to remit the taxes to each 
of these communities than it does to pay the actual tax. 

Allocation Problems 

The illustrative route diagrammed on the chart on page 
334 did not indicate an income tax imposed by the city in 
which the salesman lived. Had there been a tax on the earnings 
of the employee imposed by the city of his residence, I am 
not sure that anyone would know how to compute the em- 
ployee’s tax liability — much less to determine what amounts 
should be withheld from his salary each week for what cities. 

While we are not at all sure about the answer in such a case, 
some people think that the following handling might be 
correct. 

Let’s assume a situation where the employee’s route brings 
him into only three towns as follows: 

The city in which the employee resides seems to have a 
priority; and on that basis the employee’s entire earnings, 
regardless of where earned, are taxable. Thus in this case the 
employer must withhold a tax of fifty-one cents for city A. 
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Pay Period of Two Weeks 


Town 

Days Spent 

Income Allocation 

Tax Rate 

Amount of Tax 

A (city of 
residence) 

3 

8170 

0.3% 

8.51 

B 

5 

85 

1.0 

.85 

C 

2 

34 

1.0 

.34 


* Based on total earnings, regardless of where earned. 


City B has a tax bill for earnings within its jurisdiction of 
eighty-five cents and city C of thirty-four cents. 

However, under the enabling act of the state authorizing 
city income taxes, it seems that the tax in the city of residence 
may be offset against the tax due in the other communities. 
Thus this employee has a liability to town B of thirty-four 
cents, representing the difference between the gross amount due 
town B of eighty-five cents and the fifty-one cents payable 
to city A. 

He owes no tax to town C, we are informed, because that 
tax is completely offset by the fifty-one cents tax in town A. 

Of course, you understand that any allocation of earnings by 
cities must have some basis in fact. This in itself means a change 
in procedure and added work for many companies because 
I am sure no one now builds up payroll figures according to 
the various places in which the employee’s work is performed. 
You usually compute earnings on the basis of a straight salary 
for time worked, or hours worked, or on production, and not 
on a location basis. Furthermore, how it is physically possible 
to withhold taxes currently where the principle of offset must 
be applied is a question to which many firms would like to 
have an answer. 

In retrospect, of course, the computation of the employee’s 
tax liability isn’t too difficult, but try to handle withholding 
currently, when the amount of time spent in any one city and 
the amount of sales volume, as well as earnings, vary from pay 
period to pay period. This is a problem which does not lend 
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itself to easy solution when one tries to withhold taxes 
currently. 

There is, of course, the additional problem of overlapping 
jurisdictions which may cause multiple taxes on the same in- 
come. In this connection I am sure many of you are aware of 
the Glen Alden Coal Co. case recently decided in the Court of 
Common Pleas of Lackawanna County. As I understand it, the 
employer in this case was doing business in Scranton as well as 
in the borough of Taylor. The employee involved resided in 
the borough of Taylor but worked in the city of Scranton. 

The employer deducted $4.00 from the employee’s wages 
and was told by the employee to pay that amount over to the 
borough of Taylor (residence). Not only the borough itself, 
but also the school district of the borough of Taylor, in addi- 
tion to the city of Scranton, each levied a 1 per cent tax — equal 
in this case to $4.00 each. In deciding the case the Chancellor 
held that the employer had not withheld enough in the first 
place. The employer, he said, should have withheld 1 per cent 
for the borough of Taylor, 1 per cent for the city of Scranton, 
and 1 per cent for the school district of Taylor. The employer 
then should have paid over $4.00 to the borough and $4.00 to 
the school district. He should then have offset these amounts 
against the amount owing to the city of Scranton. Then no tax 
would be left owing to the city of Scranton. 

In this case the court said that where several political sub- 
divisions impose earnings taxes and the taxpayer pays the taxes 
at his place of residence, he may credit any such payments 
against the tax owing to the taxing body in the place where 
he works but where he does not reside. 

Where, however, two political subdivisions are coextensive 
territorially, as in the case of the borough of Taylor and the 
school district of Taylor, then the employee is liable for both 
sets of taxes and in such a case he may not offset one tax against 
the other. 
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Miscellaneous Problems 

In addition to the administrative complications described in 
connection with the application of local income tax to our type 
of business, there are other difficulties faced by the employer 
who operates in a number of these taxing jurisdictions. They 
include: 

No Uniformity in Tax Reporting Periods 

Some cities want monthly reports by individual names; 
others want quarterly reports; still others want reports semi- 
annually; and, of course, still others believe once a year is suffi- 
cient. One school district even wants the tax remitted and a 
report prepared every time a tax deduction is made from the 
salary of an employee. Such inconsistency makes reporting an 
expensive operation for the multi-location employer. 

No Uniformity in Tax Reporting Forms 

They say that the income tax return is the most imaginative 
fiction being written today. I suppose that refers to the person 
signing the return. Those who designed these forms lacked no 
imagination either. They used great ingenuity in working out 
the arrangement, size, shape, and color of the returns. A great 
deal of originality was employed in making the forms dissimilar 
one from the other. No doubt this problem will be solved dur- 
ing the course of time as it is being solved with respect to the 
reporting forms used by the various states for unemployment 
compensation and income tax information returns. 

Audit of Employe fs Records 

Most cities reserve the right to make audits of employer’s 
records in order to ascertain the correctness of the tax returns 
made. So far, at least, few have exercised that right, but imagine 
the confusion which would result if all of the cities served by a 
Jewel branch of about twenty-five routes each had a withhold- 
ing income tax law and suppose further that each city exercised 
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its right to make an annual audit. I£ the average route operated 
in only five different towns, there would be a total of one hun- 
dred twenty-five audits made of our branch payroll records dur- 
ing the course of a year — to say nothing of the other audits re- 
quired for federal and state unemployment compensation, 
federal old-age, federal wage and hour, state workmen’s com- 
pensation, etc. 

Release of Confidential Payroll Information 

All of us are aware of the abuse which sometimes creeps in 
when the salaries of individual employees are not kept as con- 
fidential as they should be. Consider the problem then when 
payroll information is going to be released to the village board 
of trustees or the town council of cities and towns in the neigh- 
borhood of three to five thousand population. 

Cost of Administration 

I am sure most of you recognize the cost of payroll adminis- 
tration has increased astronomically since 1935. Subsequent to 
that date the payroll departments of practically every company 
have grown tremendously as a result of the following added 
detail: 

1. Payroll deductions for federal Social Security. 

2. Payroll deductions for unemployment compensation in certain states. 

3. Federal income tax withholding. 

4. State income tax withholding. 

5. Seven of the states in which we operate have withholding tax pro- 
visions. 

6. Cash sickness disability withholding in certain states. 

7. Federal wage and hour law compliance and records. 

8. Quarterly reporting by individual names for federal Social Security 
purposes. 

9. Quarterly reporting by individual names for unemployment compen- 
sation tax (in forty states, for Jewel). 

10. Annual reporting of individual incomes with copies to employees for 
federal withholding tax. 

11. Annual reporting of individual incomes for state income tax (in 
thirty states in which we operate). 
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Now, as rapidly as we can keep up with them and to our best 
knowledge and belief, we must comply with a large number of 
city withholding tax laws in Pennsylvania, Ohio, Kentucky, and 
Missouri, with a number of others indicated which may be 
effective in the near future. 

All of this is, of course, in addition to the special payroll de- 
ductions and other records required for our profit-sharing 
retirement plan, group hospitalization, and many other pur- 
poses. 

Due to the minute detail involved and the small segments of 
our business subject to local income tax withholding, compli- 
ance with such laws is perhaps the most expensive job of any 
which have been imposed upon us. Our accountants tell us that 
the cost of complying with local income tax withholding is now 
running 12 per cent of tax collections, not including executive 
and supervisory time. If some allowance was made for that por- 
tion of the cost, I am sure the total would run somewhere in 
the vicinity of 1 8 to 20 per cent of tax collected, at least at the 
present time. 

In contrast to this expensive administration, you may be in- 
terested to know that the cost of handling social security de- 
ductions and reporting names and salaries averages only 3.7 
per cent of tax collected for our company. I have used that com- 
parison because the tax rates are comparable with those in- 
volved in local income tax withholding. 

Tax on Company Profits 

In seven cities in which we operate, the income tax laws 
apply not only to wages and salaries but also to the income for 
our company operations. This situation will vary, of course, ac- 
cording to the laws of each state. Thus the cities in some states 
may have the power to tax profits while the cities in other states 
may not. 

I am sure I need not tell you that the computation of profits 
applicable to sales in a small town where a man spends only 
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one-third or one-fifth of a day every two weeks does not lend 
itself to accuracy. 

Just imagine the size that our tax department would become 
if each of the fifteen thousand towns and cities in which our 
company operates should adopt an income tax law which in- 
cluded a tax on company profits. 

But this phase is the least important criticism to my way of 
thinking. I don’t believe tliat using company or corporate prof- 
its as a base for local income taxation is a sound principle be- 
cause there is little or no relationship between such profits or 
losses and the services required of a city or town by a business 
firm, particularly one doing an interstate operation. 

The mere fact that a company may operate at a loss some- 
times over a considerable period of time should alert a city 
administration to the fact that a tax on company profits for 
purposes of supporting a city government would not be equi- 
table and might place the city in a precarious position with 
respect to income, particularly during hard times. 

Recommendations for Local Income Tax Administration 

We now come to the subject of recommendations for mini- 
mizing the problems previously mentioned in connection with 
the administration of local income taxes. No doubt you expect 
me to present a long list of reasons why these various city in- 
come tax laws should be eliminated on the theory that we pay 
too many and too much taxes already. 

Simplification of Tax Base 

The first recommendation I would offer in an effort to 
simplify city income tax administration is that of a simple tax 
base. 

I. When revenue needs are not great. If the need of a mu- 
nicipality for funds to supplement present revenues is not 
great, I would recommend the flat annual per capita tax of some 
nominal amount, such as five or ten dollars, as used by the city 
of Pittsburgh, Pennsylvania. This type of tax is easy to ad- 
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minister, particularly when keyed to residence. It is simple to 
understand, and its cost of administration is very low both to 
the city and to the employer. 

2. When revenue needs are great. If the revenue needs of 
a city require a large amount of tax — large enough to make a 
flat tax inequitable to the lower income groups — then my first 
suggestion is that the tax be keyed entirely to residence and to 
the total earnings of the individual, regardless of where the 
work is performed. 

In other words, do not allocate or prorate a nonresident’s 
income among a number of cities based on the principle of 
where the work is performed. The reason for this recommenda- 
tion ought to be obvious. As mentioned in the beginning of 
my talk, almost all of the expense of the city administration is 
due directly to the needs of the people living within the com- 
munity. These needs run the gamut from providing education 
for the children all the way through all categories to spraying 
the town with DDT to eliminate flies and mosquitoes. The 
needs of the residents determine the amount of money the 
average community is required to spend. 

There are, of course, a few exceptions to this general state- 
ment, particularly in our very large metropolitan centers, but 
those are not the cases we are concerned with today. 

If the local tax is keyed to residence only and based on the 
entire earnings for each resident, regardless of where he works, 
the tax will more likely be related to the city’s expenditures on 
behalf of the individual taxpayer than is true where a city at- 
tempts to reach the income of a nonresident. 

Elimination of Withholding Tax Feature 

The second important recommendation is to eliminate the 
withholding tax feature of city income tax laws. This is the 
expensive phase of city income tax administration from the em- 
ployer’s point of view, and I am sure it is important from the 
city’s point of view also. 

There are only two good reasons for adopting the plan of 
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withholding taxes at the source, and neither one seems to apply 
here. 

j. The principle may very well be used when the tax to he 
collected is so large as to make payment a very real burden on 
the taxpayer. The outstanding example, of course, is the with- 
holding principle as applied to federal income taxation. In the 
case of very large tax bills, collection of the tax was placed in 
jeopardy prior to adoption of the withholding tax principle. 

This problem does not apply in the case of local city income 
taxes where the rates run up to only 1 per cent and the total 
amount of tax for an individual taxpayer in perhaps 90 per 
cent of the cases will not exceed I40 per year or not much more 
than seventy-five cents per week. Since this is very much less 
than the amount of the average real estate tax, it is obvious that 
the withholding tax feature is entirely unnecessary. 

2. Most cities have ample means of controlling an income tax 
act based on the use of individual returns from the taxpayer. 
In fact, if individual tax return forms were patterned to fit the 
federal tax return, it would save the taxpayer the trouble of 
preparing another set of returns; and, the city would very likely 
by this power of suggestion receive an accurate return. 

In so far as policing the returns is concerned, it should be 
remembered that the major objective should be to reach the 
permanent citizens in the town and not to worry too much 
about the floaters. If this is kept in mind, the city will have 
ample means to check on the filing of returns through polling 
lists, public utility records, water meters, telephone directories, 
and various other media. 

Elimination of Information Returns 

This brings me to the subject of information returns. I 
don’t believe that cities should set up procedures which require 
information returns from employers. The cost of this type of 
administration is too high both for the employer and for the 
city. Furthermore, much of the vast amount of work done is 
completely wasted. 
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Only a small percentage of income tax returns need ever be 
verified. Such verification should be keyed to the principle of 
policing and keeping the public alive to the possibility of hav- 
ing their returns audited, rather than to a loo per cent coverage 
of all returns. 

In this thinking I am reminded of the very excellent adminis- 
tration of unemployment compensation, accomplished by the 
state of Wisconsin. This state requires no detailed reporting of 
the employee’s earnings by name. They only ask for salary in- 
formation at the time the claim for actual unemployment com- 
pensation is filed. Based on our experience with unemployment 
compensation, the number of claims filed, compared with the 
total number of earnings reports prepared during 1947, was 
only 6 per cent. In other words, only six reports of earnings 
are required out of every one hundred which are prepared. 
This Wisconsin system saves the difference of 94 per cent. 
Cities and small towns can very well follow this very efficient 
example. 

Elimination of Tax on Profits 

Eliminate the tax on the profits of companies and corpora- 
tions. As indicated previously this tax cannot be applied equi- 
tably and should, therefore, be dropped. The following ex- 
amples will, I am sure, indicate the reasons why this type of 
local taxation should not be applied; 

1. Jewel has its headquarters office and plant in the small town of 
Barrington, Illinois. This headquarters serves forty-three states or 
approximately fifteen thousand cities and towns in tliis country. The 
bulk of the company’s property and the great majority of the com- 
pany’s personnel, however, are not located in Barrington and the area 
is unimportant so far as a sales outlet is concerned. Thus, any allo- 
cation of our company’s profit to Barrington under any of the 
methods in general use would mean little to the community in the 
form of income tax despite the location of our headquarters in the 
town. 

2. There is a small manufacturing plant just outside the limits of 
Barrington. No expense whatever is incurred by the village for this 
plant because of its location outside the village limits. On the other 
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hand all of the employees live in the village; and, of course, the 
village must provide these employees with facilities and services in- 
cluding fire protection, police, water, education, recreation, etc. In 
this case the village has the expense of serving the employees who 
work for the company, but it cannot tax the company’s profits. 

It would seem that a form of tangible property tax is the 
only one which may do the job for a small community with 
respect to business institutions. Wages and earnings taxes ought 
to be considered only with respect to individual wage earners, 
salaried employees, professional men, etc. 

Conclusions 

Perhaps I have oversimplified my recommendations for fu- 
ture income tax legislation. If so, it is because I am convinced 
that simplification is the answer. We must keep our costs down, 
both for our cities and for our companies. The more costs we 
load on companies the higher prices consumers will have to pay 
for their products. Our American way of life may best be pre- 
served by continually producing a greater volume at a lower 
cost. It is as important to keep costs low in this respect as it is 
to increase volume. 

My plea is for adequate income for our towns and villages 
but based on simple, easily understood, and low-cost adminis- 
trative types of income ordinances. 

In summary then, we come to these conclusions. The present 
type of local income tax withholding laws are subject to the 
following criticisms; 

1. They are too difficult to apply in a large number of industries where 
the work of the employees is not localized in one town. 

a. The cost of administration is too high relative to the amount of tax 
withheld. 

3. There is no uniformity in the tax reporting periods. 

4. There is no standardization of report forms. 

5. The procedures of using detailed information returns by names, as set 
forth in the laws, are too complex and expensive to be practical. 

Local income tax laws where required to supplement other 
forms of local taxation — 
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1. Should be based on residence and not on the place where work is 
performed and should not apply to nonresident employees. 

2. Should not incorporate the withholding tax feature. 

3. Should not require information returns of employers except upon a 
spot check of a small percentage of taxpayers. 

4. Should not be applied to company and corporate profits. 

You will notice that nowhere in these recommendations have 
I suggested a reduction in tax rates; however, I would not be 
true to my vocation if I did not suggest that a tax cut would 
be the kindest cut of all. 
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HARMONIZING FEDERAL, STATE, AND LOCAL 
INCOME TAX ADMINISTRATION 

Charles F. Conlon 

Executive Director, Federation of Tax Administrators 

T O MOST PEOPLE tax administration is purely and simply 
a governmental operation. This view is naive; for example, 
in the taxation of income, tax administration is a process which 
though directed by government is in fact dependent on persons 
outside government for the execution of many of its tedious 
and detailed operations. In this discussion tax administration 
will be treated as divisible into two complementary elements, 
the governmental role, and the citizens’ role in the process. It 
follows that the simplification of either of these elements will 
be beneficial to our national fiscal operations. 

Before proceeding further a distinction should be taken be- 
tween two often confused aspects of the problem of multiple 
taxation, that is between those defects which are incidental to 
the mere existence of many and diverse income tax laws and 
the cumulative burden of the taxes levied pursuant to those 
laws. The possibility that concurrent powers of taxation might 
beget multiple levies and heavier taxes was not unanticipated 
by the framers and expounders of the Constitution: 

It is, indeed, possible that a tax might be laid on a particular article by a 
State which might render it INEXPEDIENT that thus a further tax should 
be laid on the same article by the Union; but it would not imply a Consti- 
tutional inability to impose a further tax. The quantity of the imposition, 
the expediency or inexpediency of an increase on either side, would be 
mutually questions of prudence i 


1 The Federalist, No. XXXII. 
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But, ordinarily at least, the size o£ the combined tax bill, fed- 
eral, state, and local, is determined by governmental expendi- 
tures, and this involves expenditure policy rather than tax 
policy. 

Problems Arising from Multiple Taxation 

It is unquestionable, however, that a multiplicity of taxes 
on the same subject matter has undesirable consequences: it 
complicates the doing of business; and it increases overhead 
costs of operations because the costs of tax compliance are 
higher. These effects are incidental in nature and it is this 
phase of multiple taxation which improved administration can 
render less burdensome. 

The general criticisms attributed to the multiplicity of tax- 
ing jurisdictions and diversity of tax laws may be summed up 
under two headings: (i) excessive cost of compliance on the 
part of the taxpayer, and (2) excessive cost in terms of multi- 
plied uncoordinated effort by the governments involved. The 
first involves what we have termed the citizen element and the 
second involves the governmental element of tax administra- 
tion. 

Excessive Costs of Complimice 

Among specific items of complaint based on excessive cost of 
compliance to the taxpayer are (a) interruption of business 
routine by auditors of more than one jurisdiction; (b) time 
spent in searching files to support particular claims or to answer 
queries of tax auditors; (c) time spent in making out returns 
for various jurisdictions differing sufficiently among themselves 
that standard procedures or entries cannot be used for all of 
them, e.g., different treatment of rental, interest, dividends, 
capital gains, deductions; and (d) the allocation of income 
among taxing jurisdictions. These criticisms are, on the whole, 
recognized, and sporadic efforts have been made to eliminate 
them. 
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Excessive Administrative Costs 

As to excessive administrative costs attributed to multiple 
but uncoordinated governmental activity, it is advisable to 
defer judgment on this point. It may well be that present ex- 
penditures for this purpose are not high enough. There is 
evidence that this is true 2 but it remains to be proved after an 
appraisal of requirements has been made and there has been 
an opportunity to judge whether the total force now employed 
by all governments involved can meet these requirements. 

Prospects for Reducing Administrative Costs 

Now to the gist of the problem. What is the prospect for re- 
ducing the citizens’ administrative costs while maximizing the 
usefulness of existing governmental administrative staff? 

Judged wholly on past performance, the prospects for a favor- 
able answer to the first part of the question would be poor. It is 
a fact, however, that the state tax administrators are becoming 
more and more conscious of the cost of insubstantial differences 
in tax laws. Perhaps the quick growth of sales taxes has had 
more to do with this realization than any phase of income 
taxation. As local governments move into similar fields of taxa- 
tion it is to be expected that their officials will be impressed by 
the same facts. 

There is good reason to believe that the Uniform Income 
Tax Administration Committee of the National Association of 
Tax Administrators will give this matter much more considera- 
tion than heretofore although to be sure the committee does 
not go so far as to recommend the adoption of taxable federal 
income as the basis for state income taxes, personal and cor- 
porate. 

The methods generally used for allocating business income 
among the several states have been criticized for both incon- 
sistency and diversity, and have been the object of numerous 

2 As to the federal government see the report of the Committee on the Ad- 
ministration of the Internal Revenue. 
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studies or investigations. The resulting changes have not been 
so numerous as the studies; the tendency if, indeed, any can 
really be discerned, is toward the use of the three-factor formula 
of property, payroll, and sales. The Uniform Income Tax Ad- 
ministration Committee of the National Association of Tax 
Administrators favors this formula for general use. 

Incidentally, these state income tax administrators, in an 
effort to do substantial justice in allocating interstate income, 
have provided for the exchange of data on income reported and 
income allocated by enterprises operating in more than one 
state. While the primary purpose of such a procedure is ade- 
quate enforcement of the income tax, the plan also has the 
advantage, and this has been a real consideration, that it would 
disclose any instances where more than 100 per cent of net in- 
come has been taxed. It is often argued that a diversity of 
allocation formulas might have the result of subjecting more 
than 100 per cent of income to tax; on the other hand tax 
administrators know that now and then a taxpayer operating in 
more than one state has managed to allocate the lion’s share 
of the income to a nontaxing state. 

This comparatively favorable attitude toward the elimination 
of insubstantial differences in state tax laws is encouraging. I 
venture to say, however, that the great pressure for amendments 
of this nature will come as a By-product of closer operating re- 
lationships between federal and state administrative staffs. This 
point will be developed later on in the discussion. 

Improvement of Operating Relationships 

We come now to the purely governmental role in income 
tax administration and consider what might be done to improve 
operating relationships among the staffs of the several jurisdic- 
tions involved, thus to avoid the criticism based on multiple 
uncoordinated enforcement activity. 

The magnitude of the annual operating problem should not 
be underestimated. The federal income tax involves approxi- 
mately 55,000,000 individual and 570,000 corporate returns 
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plus about 145,000,000 supplemental documents. Then there 
are about 8,000,000 taxable returns from individuals and some- 
thing over 400,000 returns from corporations filed with the 
states, presumably with corresponding number of supplemental 
documents. To these figures should be added an undetermined 
number of returns to local governments. 

Of the 55,000,000 federal individual returns 3.8 per cent re- 
ceive some type of investigation. Of the 570,000 federal cor- 
porate returns about 25 per cent are verified. The terms “in- 
vestigation” and “verification” are indefinite but the type of 
field work done on corporate returns is much more searching 
than the investigation made on the majority of individual in- 
come tax returns. In state administration the percentage of re- 
turns audited or investigated varies considerably, but hazarding 
a generalization on state practice compared to the federal fig- 
ures just cited, it appears that a higher percentage of individual 
returns and a lower percentage of corporate returns are audited. 

Utilization of Personnel and Information 

At the present time there is no proposal with more potential 
success in coordinating administrative effort in the income tax 
field than that which involves a sensible division of the work so 
that all personnel and all information available will be fully 
used. 

The enactment of legislation giving state officials access to 
federal income tax information might be regarded as the first 
step taken to eliminate waste motion. The value of this step has 
been demonstrated even though its operation on a nation-wide 
basis through the collectors’ offices could be considerably im- 
proved. Why not apply the principle behind this legislation to 
all aspects of income tax administration? 

The Bureau and the thirty-four states with income taxes con- 
duct extensive field operations which may be divided roughly 
into investigations and audits of taxpayers. At the present time 
the interrelations of these field forces are haphazard. The 
Bureau investigates and audits as many taxpayers as time and 
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personnel permit. The state commissions do the same. Circum- 
stances are such that the choice of subjects for investigation and 
audit is usually governed by the anticipated revenue to be 
gained from the operation or because the statute of limita- 
tions is about to become effective. It happens often that the 
same subjects are selected for this attention by both the Bureau 
and the states and it follows naturally that other classes of tax- 
payers go unchecked. Thus, some taxpayers suffer an undue loss 
of business time while, on the other hand, the failure to enforce 
the tax adequately as to all classes of taxpayers is a threat to 
the maintenance of good taxpayer morale. 

A channelling of the several governments’ administrative ac- 
tivities into a coordinated effort utilizing existing personnel 
and information to the fullest extent would probably necessi- 
tate the following: 

1. Full exchange of rosters of taxpayers or assessment lists for the purpose 
of discovering omissions in filing or discrepancies in reporting net 
income. 

s. Full and automatic exchange of data on any cases involving additional 
assessments. There are good indications that states have better coverage 
than the federal government on audits or investigations of individuals 
and small corporations simply because the United States has concen- 
trated its activities on the returns with the higher incomes. 

3. One audit of a taxpayer to serve the requirements of the federal govern- 
ment and any state interested. 

4. Selection of cases on the basis of judgment informed by experience and 
by the analysis of field operations but including some percentage of 
audits based wholly on a sample taken at random. 

5. Assignment of audit cases in such manner as to best utilize available 
staff. There is some indication that states are in a better position by 
reason of their knowledge of local conditions and circumstances to 
audit particular types of taxpayers, for example, farmers, medium- 
sized retailers, and tavern keepers. 

What I have just suggested is not intended to provide an 
avenue for one-way traffic from Bureau files to the state com- 
missions. It means rather to open new avenues where there are 
none now; to provide for the free flow of traffic in all directions 
not only between the United States and a particular state or 
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vice versa but among the states themselves where there is com- 
mon interest in a taxpayer. 

Progress Toward Uniformity 

Differences in definitions of taxable net income among the 
several jurisdictions, differences in professional qualifications 
of staffs, differences among the states in allocating net income 
once it has been determined, are points from which it might be 
argued that the proposed division of work among field person- 
nel is impractical. Surely those are difficulties which can be 
mitigated if not wholly overcome. Standards for personnel can 
be established; even if differences in allocation formulas persist 
we would have eliminated duplication of effort in establishing 
the net income taxable; as to the differences prevailing in the 
definition of net income, it should be emphasized that in so far 
as the investigation or audit discloses failure to file, 'understate- 
ment of receipts, overstatement of expenses, etc,, the main pur- 
pose of the investigation has been served and it requires only an 
office operation to make the necessary adjustment to determine 
the taxable income for any jurisdiction concerned in the case. 

Against the difficulties which may be anticipated, consider the 
goal which can be won: the optimum use of the administrative 
staffs of the jurisdictions concerned. It is worth repeating that 
the attainment of this goal could give us the type of coverage 
in the income tax field that is necessary for an adequate and 
impartial enforcement of the tax, namely, some type of random 
investigation or audit of all classes of taxpayers; a more com- 
plete coverage of cases selected for audit or investigation by 
various criteria; a specialized coverage in those areas, often 
neglected, where it is required. 

The more effective use of personnel anticipated from some 
such arrangement as that proposed would bring about primarily 
an improvement of the governmental side of income tax admin- 
istration, except in so far as multiple audits of the same tax- 
payer were eliminated. There is a probability, however, that 
continued cooperative administration would eventually influ- 
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ence the substance and the reporting requirements of the in- 
come tax laws of the jurisdictions involved, and have a tend- 
ency to eliminate existing differences in the definition of net 
income. 

The case for uniform definitions has been ably and often 
presented, but proposals about uniformity as such simply do 
not excite legislatures. Amendments introduced for a particular 
purpose and sponsored by the tax administrator offer the best 
possibility for the elimination of insubstantial differences in 
tax laws, and it is this contact with genuine cooperative admin- 
istration that will, if anything can, provide the administrator 
with the incentive to resolve these differences. This is not to 
say that all differences will be resolved. Personal exemptions 
may well differ permanently, for example, and the formulas for 
allocating business income among the states may never become 
uniform, but many existing differences are susceptible to revi- 
sion and probably would be revised in the long run. 

This discussion has been limited to income tax administra- 
tion because the scope of the symposium is thus defined. It 
should be pointed out, however, that the vexations attributable 
to the multiplicity of income taxing jurisdictions will soon be, 
if they are not already, matched by those which flow from gen- 
eral and special sales taxes. Whereas an income tax return must 
be filed once a year a sales tax return is often due monthly. 
Differences in laws are quite prevalent. Consequently the meas- 
ures urged to make the administration of income taxes better 
by using the field personnel with optimum effectiveness applies 
with equally great force to excises. 

Local Income Tax Administration 

Most of what has been said is in terms of the relationships 
between the substance and administration of the federal in- 
come tax and the various state income taxes. Nevertheless, 
everything that has been said is, on principle, equally appli- 
cable to local income taxes and what can be accomplished as 
between the United States and the state governments can also 
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be accomplished with cities, counties, or other taxing juris- 
dictions. 

Local income taxes are comparatively new and if they gener- 
ally become applicable to all types of income difficult admin- 
istrative situations will be created. The adequate, impartial, 
and separate administration of local income taxes will cause 
an increase in the personnel required by the tax departments 
of the localities and the external administrative burden is 
going to increase correspondingly. These results follow natur- 
ally because of the relatively small size yet comparatively large 
number of potential enacting jurisdictions. 

Purely from an administrative standpoint the alternative to 
such a development is limitation of local income taxes to those 
on earned income or to wages and salaries solely; but to meet 
the administrative difficulties involved in a genuine income 
tax by reducing the base to one on earned income or wages and 
salaries would lead directly into the political field where there 
is some likelihood that the final decision would be for outright 
repeal. At any rate the local income tax has yet to gain wide 
public acceptance. Nevertheless, where such a tax is main- 
tained on income generally, every consideration that leads us 
to believe that federal and state administrative effort should 
be coordinated applies equally in the case of the local income 
tax. 
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THE TAXPAYER’S STAKE IN EFFICIENT TAX 
ADMINISTRATION 

Carl Barker 

AssistaJit to President, Shell Oil Company, and President, Tax Institute 

T KNOW THAT self-praise is said to be half scandal, but 
we are drawing to the close of what in niy opinion has 
been a fine and comprehensive symposium on tax adminis- 
tration. 

For almost three days we have had a rare opportunity to hear 
expert discussions of every angle of the problem by “men who 
know taxes best.” 

With sincere apologies to F. E. Boone and all his competi- 
tors, we can say that L.S.M.F.T. may also be translated “Long 
Symposiums Mean Fairer Taxes.” 

From the viewpoint of the “average” man, it is no doubt 
quite fitting that almost the last subject on the program should 
cover “The Taxpayer’s Stake in Efficient Tax Administration.” 
In fact, I believe that it can be truthfully said that the tax- 
payer’s problems and views are always considered last — and too 
often the least. Going one step further it could be logically 
contended that in the recent election campaigns, the tax con- 
sequences of many of the platform planks were not considered 
at all. 

The Republican Pearl Harbor of November 2 may have 
caused some businessmen to hurry their preparations for good 
deep “storm cellars” but I noticed no particular increase in 
the number jumping from high windows. I doubt that we have 
reached the point where we should give up all hope. As a 
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matter of fact I venture to state that the tax outlook would 
have been very serious regardless of election results. But in 
view of all the publicity given to various proposals which may 
be thrown in the legislative hoppers next year, it might be well 
to review the political situation briefly. 

The press and political commentators have expressed many 
good reasons for the upset. Of course, it is always easy for Satur- 
day night quarterbacks to point out the mistakes that were 
made and explain why the results. I am inclined to believe that 
the real answer to the election may be that just too many 
people followed the advice of Mr. Dooley. You may remember 
that the character created by Finley Peter Dunne about the 
turn of the century put it this way: 

“I was saying Hinnisy,” said Mr. Dooley, "whin a man gets to be my age, he 
ducks political meetin’s and reads th’ papers an’ weighs th’ evidence an’ th’ 
argymints — pro and con — an’ makes up his mind ca’mly ... an’ then votes 
th’ Dimmycratic ticket.’’ 

But no matter what the reason, the winners are taking over, 
for better or for worse, for richer or for poorer. To many 
business leaders and no doubt many corporation tax men, the 
result was a shock of cold water. Certain of a Dewey victory, 
they had looked forward to what they were wont to term a 
better business “climate.” 

They will recall the legislative programs presented to the 
Eightieth Congress which included various types of business 
and economic controls, the reimposition of the excess profits 
tax, and the vetoes on the tax reduction measures. They will 
study apprehensively the proposals for added Social Security 
benefits, greatly increased federal spending, and foreign ex- 
penditures including military lend-lease. 

Perhaps all of those things which business fears may turn out 
to be as bad as the pessimistically inclined predict. But there 
is certainly no doubt as to how the voters felt about the candi- 
dates’ economic proposals. They voted for what they wanted, 
not for something the economists and “experts” thought they 
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ought to want. Maybe they are just as foolish as the Oregonians 
who voted a $50 monthly old-age pension, with no provision 
to finance the payments and the strong possibility that pay- 
ments required would bankrupt the state. Or perhaps they 
are like the voters of Louisiana who were apparently ready to 
accept the tremendous tax burdens levied by the 1948 legis- 
lature in order to enjoy the benefits promised by the forces of 
Governor Long. 

I think the point that we tax men often overlook is that in a 
true democracy such things do happen. It does not mean that 
the average man is, as one of our so-called politicians once said, 
“too damned dumb to understand.” It is much more likely that 
he has heard so many economic half-truths for so long that he 
no longer counts the cost, to himself, of all the beautiful things 
promised him. 

Certainly from a tax standpoint there was not enough differ- 
ence between the publicized programs of the two major parties 
to sway any considerable number of voters. I do not recall that 
any candidate had the Churchill courage to stress the “blood, 
toil, sweat, and tears” recipe that will be needed to keep this 
country solvent in the face of constantly mounting government 
costs. I, for one, heard no candidate promise that he would see 
that the worker gets back the same kind of Social Security 
dollar he paid in taxes in 1937. Instead the candidates of both 
parties advocated increased benefits (in fifty-cent dollars) which 
would require higher taxes, rvhile at the same time they pro- 
posed other measures to keep living costs at high levels. 

It may appear to many of you that I have gone far astray 
from my subject. I have not lost sight of our objective and have 
digressed only to point out the seriousness of conditions and to 
lay the gToundwork for suggesting that we, as tax men, change 
our course. 

For the past sixteen years we have operated under a new 
and different concept of the role of government. As I have 
tried to point out, we are faced with four years of legislation 
which will follow generally the same principles. We, as close 
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students of government, see many dangers in the program which 
the average man may not perceive. But as I view it, we cannot 
afford to blind ourselves to the fact that not only were the 
advocates of the progTam elected, but both parties’ tax and 
fiscal platforms were cut from the same cloth. 

Responsibilities of Tax Executives 

If it is the will of the people that these programs be carried 
out, then I suggest that as tax men we stop crying crocodile 
tears over every tax increase when ive know, better than anyone 
else, that more and more taxes are only the end result of more 
and more governmental wasting, giving, and spending; when 
/ we must admit indeed that under present conditions high taxes 
are not only inevitable but, maybe, desirable. 

I propose instead that we adopt a new approach to our tax 
problems. I suggest that we become triple threaters so we can 
then attack these problems on three separate fronts. 

1. As individual taxpayers and presumably intelligent citi- 
zens, we should lead the fight through educational channels for 
governmental economy and efficiency. 

2. As members of business and tax groups we must strive 
continuously to educate the public, individually as well as col- 
lectively, on the economic consequences of a too-paternal gov- 
ernment. I might add parenthetically that many of our best 
industry and business organizations do an excellent job of 
educating their own members. It is evident, however, that the 
economic facts of life either do not reach the general public, 
or are not presented in a manner that leads to conviction. Too 
many people still believe that “the man with the whiskers’’ is 
Santa Claus instead of Uncle Sam. Too few realize that the 
money that he distributes comes from an operation on their 
pocketbooks and not through delivery by a printing press stork. 

3. Finally, as tax men, we must concentrate on the proper 
drafting of tax legislation, on adequate provisions for effective 
administration, and on the selection and training of competent 
administrators and their staffs. 
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I make the above proposal because I believe that many of the 
leaders in the tax field have attempted to spread their efforts 
too thin. They have gone into battle with the theory-drunk 
economists who have had so much influence on those charting 
the course of our ship of state, without any appreciable public 
support. They have spent a gTeat deal of personal time and 
effort on various committees in appraising the government’s 
fiscal requirements and contriving possible tax combinations 
that would balance such a budget, yet with favorable metro- 
politan press support these plans apparently never were seri- 
ously considered by the electorate. During the depression 
thirties, the war, and the postwar periods, tax plans have been 
developed for almost every conceivable condition. Arguments 
have been prepared for or against every practical, and a host 
of impractical, tax levies, and mountains of propaganda have 
been distributed which were favorable or unfavorable to the 
panaceas of the “do-gooders.” It is true that little of these data 
and materials has been adequately “sold” to those who elect 
the men who pass our laws. It is all readily available, however, 
and I submit that in our role of tax experts this sales job is 
not our primary responsibility. Moreover, I see little need for 
tax experts to argue with legislators over an increase in the 
corporation income tax from 38 per cent to 45 per cent or 
50 per cent; the doubling of a state sales tax; or another penny 
per gallon on the gasoline tax. I do believe that our specialized 
training and experience can be of maximum value to our em- 
ployers and clients if we focus our efforts primarily on the 
achievement of competitive equity in all the tax legislation 
to which the electorate will submit. 

Achievement of Equity Through Good Administration 

I wonder if we all mean the same thing when we talk of 
tax equity. I am afraid equity to some taxpayers involves a 
little advantage over the other fellow — to some politicians, a 
most-favored-nation clause, so to speak, for one group or class. 
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Webster defines it as “equality of rights” or “the giving to each 
man his due according to the natural laxv.” 

The Doctors of Jurisprudence among you will recall that 
equity was also the system of law which originated in the 
extraordinary justice formerly administered by the king’s chan- 
cellor, and was subsequently developed into a body of rules 
supplementary to and aiding the common or statute law. This 
surely can be likened to the mass of rules and regulations 
which have been developed to aid in a fair administration of 
tax law. 

Looked at from this angle, the question of ecpiity in our 
particular field is largely in the hands of the tax administrator. 
In short, it means that “the giving to each man his due” is the 
main responsibility of the administrator, and a grave and seri- 
ous responsibility it is. 

It is obvious to anyone who has closely followed the legis- 
lative course of tax measures that equity can be best attained 
through good administration. For example, we all know that 
the legislative intent of many tax law provisions is not clear. 
This results usually from compromises which are most easily 
achieved by vague or ambiguous phrases, instead of specific 
clear language. Moreover, many of the tax laws directly affect- 
ing the oil industry, for example, were drafted originally by 
those xvith little knowledge of the intricate problems involved. 
In such circumstances, the administrator has no alternative 
except to promulgate xvhat he considers a fair and reasonable 
interpretation. The difficulties that naturally arise are traceable 
more to poor legislative drafting than to inefficient adminis- 
tration. 

Since legislation and administration are so closely interwoven, 
we can hardly treat the one without also considering the other. 
In other words, the taxpayer cannot expect equity without both 
well-drafted legislation and efficient administration. The oil 
industry’s experience in this matter may be of interest. 
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Experience of Oil Industry 

Despite voluminous propaganda to the contrary, the oil 
industry is intensively competitive. Changes in cost or price 
of a fraction of a cent a gallon mean large sums in the aggTe- 
gate when business is measured in hundreds of millions of 
gallons. Therefore, it behooves every company to maintain a 
competitive tax position, as well as worry about supplies, trans- 
portation, and sales. 

Starting at the point with which the public is most familiar, 
the service station, it is obvious that if two otherwise com- 
parable stations on opposite corners are assessed differently, 
the one with the lowest assessment has an unfair competitive 
advantage. I can assure you from long experience that such 
inequitable assessments are not rare, although there has been 
a great deal of improvement in this respect over the last twenty 
years. On the whole, though, I think we can say that better 
administration of property taxes can achieve equity for more 
taxpayers than in any other field. Business particularly can 
benefit, because in communities where ad valorem taxes are 
administered scientifically, the office handling of such taxes 
becomes a more or less routine procedure. At the risk of caus- 
ing job insecurity for some good property tax men, I submit 
that business generally should favor the best assessment prac- 
tices that have been developed and should assist in any cam- 
paign to put the local assessors in a strong civil service capacity, 
so that many more competent men may be attracted to the job. 

Still at the municipal level, we might consider the oil indus- 
try’s problem' of the municipal gasoline tax. The taxpayer’s 
stake in good administration here is much more serious. With 
tax rates reaching two cents a gallon, the unscrupulous dealer 
who evades the tax has a competitive advantage the law-abiding 
dealer cannot meet. And with the best intentions in the world, 
the administrator still is faced with almost insurmountable 
difficulties in attempting to collect this type of tax. Such a sales 
tax at the municipal level has to date proven to be impossible 
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of equitable administration. Consider if you will, just one of 
his problems. The “X” Oil Company with its bulk storage out- 
side the city, has stations both outside the city limits where 
only the state tax applies and within, where both city and state 
levy a tax. Deliveries are made by the same trucks to both city 
and suburban locations. How is the city to collect all the taxes 
to which it is entitled? In Missouri, where municipal gasoline 
taxes have been widespread, the oil industry felt that the best 
practical method of avoiding these difficulties was to increase 
the state tax, share part of these taxes with counties and mu- 
nicipalities and abolish the local levy. This proposition, how- 
ever, was voted down on November 2. 

Before being called to account by anyone who feels that it is 
a mistake to talk about the oil industry as the taxpayer under 
a municipal gasoline tax ordinance, let me explain that from 
a practical standpoint, it is usually impossible to maintain a 
higher price in the city where a gallonage tax is levied, than 
immediately across the city line where there is no tax. As a 
result, the oil industry has often been forced to absorb the tax. 
It is not only the technical taxpayer, but also the actual tax- 
payer. As other types of business decentralize their metropoli- 
tan sales outlets, they will face the same problems in connection 
with municipal sales taxes. Only with the highest type of ad- 
ministration can business avoid the tax burdens as well as the 
compliance costs imposed by this type of levy. 

State taxes require more administrative discretion than local 
levies, since most of them are more complicated. What are some 
of our problems at this level? The state motor fuel taxes may 
point up a few of them. 

It seems that it should be a rather simple matter to levy and 
collect a tax on gasoline. There are probably many motorists 
who believe that it is only necessary to require the service 
station salesman to collect a few pennies on each gallon sold 
and remit the total to the state. Actually, as you know, the state 
normally receives the tax from the distributor or wholesaler 
who in many cases, has paid the money to the collector before 
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the motor fuel is used by the motorist. This procedure of col- 
lecting millions of tax dollars from a relatively small number 
of distributors, instead of a large number of retailers or a mul- 
titude of motorists, is quite convenient for the state. It poses 
many serious and costly problems for the taxpayer. 

Our primary difficulties with this tax were the direct results 
of faulty legislative drafting. It is true that the administration 
in the early years also left much to be desired, but even after 
the administrators had “learned the ropes,” they were severely 
handicapped by inadequate laws. 

The first of these laws, which was enacted by Oregon some 
thirty years ago, was intended to provide funds for the mainte- 
nance of highways. Hence, it was contended in subsequent 
legislative debates that gasoline not used as motor fuel for high- 
way purposes — consumed in airplanes, farm tractors, stationary 
engines, etc. — ^should not be taxed. Later, the situation was 
further complicated by the use of liquids other than gasoline 
as motor vehicle fuel, and the manufacture of many petroleum 
products for special purposes which had many of the charac- 
teristics of motor fuel, could under .icertain conditions be used 
to propel automobiles, but actually were not sold as motor fuel. 

Two methods were used to eliminate the tax on motor fuels 
not used to propel motor vehicles on the highways. Some states 
adopted exemption provisions. Others required payment of the 
tax, but authorized refunds for non-highway use. Both methods 
led to abuses and were frequently the avenues of tax evasion. 
Increasing tax rates made evasion more and more profitable 
and even some tax officials became involved. Two of them com- 
mitted suicide in 1936 during investigations of alleged con- 
spiracies to defraud the states through manipulation of motor 
fuel tax refunds. 

So far as I know, the industry’s tax men did not feel called 
upon to commit hara-kiri during this period. Management, 
however, was deeply concerned because evasion had reached 
the point where it permitted wholesale price cutting, sometimes 
affecting the price structure over wide areas. In order to protect 
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his markets, the legitimate law-abiding distributor had to ab- 
sorb most or all of the tax to meet the price competition of 
the evader, who paid none. 

This condition, which was most serious during the economic 
depression following 1929, could not be permitted to continue. 
Special tax evasion committees were formed, and even private 
investigators were hired to find out how the evaders worked. 
As chairman of one of the state gas tax evasion committees, I 
gained firsthand knowledge of this sordid condition. I could 
recount for you all the various methods used, such as mis- 
billing, product adulteration, forged refund claims, double sets 
of books, deliveries by tanks with false bottoms, and many of 
the tactics used by the old prohibition gangs of the Volstead 
era. Suffice it to say that the gas tax evaders missed few bets 
in their efforts to increase their ill-gotten gains. 

Cooperation Between Taxpayers and Administrators 

Knowing how the tax was being evaded was only half the 
battle. With the wholehearted cooperation of most of the 
administrators, steps were taken to increase administrative effi- 
ciency all along the line. Additional inspectors were hired and 
trained, accountants and auditors checked and double-checked 
all suspicious returns, reports, and claims. The state legal de- 
partments went into action, and many evaders caught in the 
net were tried and convicted. 

Much good was accomplished, but it was obvious that in 
many states, effective control was impossible without amend- 
ments to the law. How the majority of these amendments were 
secured is a lesson in cooperation between taxpayers and ad- 
ministrators, which might well be taken to heart by many other 
groups. 

Briefly, it involved nothing more new and startling than 
over-the-table conferences between those who paid the tax and 
those who levied and collected it. The industry’s tax experts 
developed new and better definitions for taxable motor fuel, 
submitted ideas for improved reports and records, and even 
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went so far as to publicly recommend larger appropriations for 
the administrative agencies, so that adequate personnel could 
be hired and trained. The administrators offered many excel- 
lent ideas of their own to correct provisions which made it 
difficult for them to check returns and successfully prosecute 
those willfully violating the law. In give-and-take conferences, 
most clisagTeements over methods and procedure were ironed 
out and legislative bills were later prepared which both groups 
could support. 

In the past sixteen years, the results have been extremely 
favorable to both the industry and the administrators. Gasoline 
tax evasion as a business is practically nonexistent, and under 
the systems now set up, it is extremely unlikely that it will 
ever again reach the damaging proportions of those early years. 
The administrator has benefited also, for most of them now 
operate under laws which have very few of the legal loopholes 
which formerly made his job anything but a pleasure. 

There is still much to be accomplished and I readily admit 
that we have yet to create the taxpayer’s Utopia. For example, 
no practical method has been found to attain by legislation 
that taxpayer honesty which would make it possible to collect 
all the tax on motor fuel sold for non-highway use. Some of it 
still finds its way into the family jalopy, but the newer refund 
laws are a great improvement over those of the past two dec- 
ades. The motor fuel tax will probably never be collected 100 
per cent on products other than gasoline, which dishonest 
motorists may use to propel their motor vehicles on the high- 
ways. But the enactment of fuel use taxes has reduced that 
type of evasion to a trickle. 

Value to Industry of Efficient Administration 

The point I want to emphasize is that the industry’s experi- 
ence with the motor fuel tax and its administration indicates 
not only the value of the cooperative approach to the problems 
involved, but the even greater value to the industry of having 
its tax experts spend their time on better administration, the 
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closing of tax loopholes, and the stopping of evasion rather 
than a continuous fight on tax rates. The important point to 
the industry is that the degree to which the tax can be passed 
on to the consumer corresponds very closely to the degree to 
which the tax is collected. If administration is lax, either be- 
cause of the law or because of inefficient personnel and pro- 
cedure, pressure increases for tax absorption. Now tax absorp- 
tion is a direct out-of-pocket expense. Its effect on profit and 
loss is something that management can understand. Further- 
more, it sets up a chain reaction because every cent of tax 
absorbed reduces the direct burden on the consumer and his 
interest in the tax rate takes a corresponding drop. 

As a corollary, the more effectively the tax is administered, 
the greater is the impact of high rates on the consumer, and 
the more difficult it becomes to push those rates beyond a 
reasonable level. Therefore, the efforts of the tax experts to 
obtain well-drafted tax legislation and businesslike administra- 
tion will pay off, not only in direct benefits to their principals, 
but also as an indirect deterrent to exorbitant rates. 

The material I have just presented applies to a greater or less 
extent to all the important taxes, and particularly to the excises, 
I have emphasized only the one provision that has caused us 
the most obvious difficulty, but there are many others that 
affect industry generally, of which I am sure you are well aware. 
All of them can be improved if the tax men will make the 
solutions of these problems their number one goal. 

The petroleum industry holds no copyright on the plans 
and methods it has used. Its experience has demonstrated that 
practical, workable, well-administrated taxes are not only possi- 
ble, blit are well worth the hard work necessary to secure the 
required legislation and administration. What its tax men have 
done on taxes peculiar to one industry, others can do for their 
own types of business. 

May I stress again that all business can benefit by directing 
the tax man’s energies into the field of administration. Let the 
economists, the professors, and the public relations experts lead 
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the campaign, to educate the people on proper governmental 
fiscal policies and tax rates. The tax expert can best do his bit 
by concentrating on the job for which he is best fitted; namely, 
the maximum improvement of tax law and administration for 
the achievement of competitive equity. 

Educational Role of Tax Institute 

I have been speaking to you so far as a tax man. I should 
like to change my role and in closing, express my gratitude 
for the pleasure of serving you as President of the Tax Institute 
during 1948 and to offer a suggestion or two for the future. 
I do this with the thought in mind that our entire program 
may lead the public to the conclusion that we are unaware of 
the gravity of the general tax situation and underestimate the 
importance of the educational program needed to make our 
economic future more secure. Nothing could be further from 
the truth. 

Taxes now take such a large percentage of national income, 
and the taxpayer’s welfare is so consistently disregarded, that 
folks are losing faith in their ability to better themselves. We 
have only to read of conditions in other parts of the world 
today to know that such a loss of faith is a terrible thing. A 
restoration of that faith is one of the prime objectives of the 
Marshall Plan. Perhaps we should demand a “Taxpayer’s Re- 
covery Program,’ ’ as well as a European Recovery Program. 
At any rate we are fast approaching the point where we can 
no longer sit back and hope that the right will prevail just 
because it is right. Personally I am inclined to put more faith 
in the old copybook maxim that “The Lord helps those who 
help themselves.” 

I am convinced that the Institute has the opportunity to do 
a vitally necessary job; a job that no organization has yet done 
effectively; a job which no other group is as well equipped to 
do. It is not, and should not be, an action organization. But 
unless its educational efforts, coupled with that of others, pro- 
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duce action in the electorate, it cannot continue to grow and 
justify its existence. 

It is not an easy job that lies before us. No school teacher 
was ever popular with all the students and the Institute may 
not please all those it tries to educate. The successful teachers, 
however, gained a respect and influence in the community, 
which few other citizens could attain. I firmly believe the Tax 
Institute can secure like respect and influence if it follows the 
same course and methods. 

Whether the years to come will be lighted by courage or 
darkened by fear depends to a great extent on the success of 
these educational campaigns. J 
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ADMINISTRATIVE ASPECTS OF INTERNATIONAL 
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POINT OF VIEW 

Raphael Sherfy 

Office of Tax Legislative Counsel, Treasury Department 

T APPRECIATE the invitation which you have so kindly 
extended to me to speak on one of the most important 
phases of our tax treaty program. My first introduction into tax 
treaty work was during the period when the convention be- 
tween the United States and France, signed in Paris on October 
i8, 1946, was taken up for consideration by a subcommittee of 
the Senate Foreign Relations Committee. The numerous ob- 
jections voiced in the course of the hearings before this sub- 
committee against the administrative provisions of that con- 
vention emphasize the importance attached by interested groups 
to such provisions, and suggest the propriety of pointing out 
not only the reasonableness of these provisions but the necessity 
of their inclusion in any broad and balanced tax arrangements 
between two contracting countries. 

My appearance here today is somewhat in the nature of a 
substitution. Special Deputy Commissioner Eldon P. King was 
originally scheduled to speak but, in view of his pressing obli- 
gations connected with negotiations with Greece, Italy, and 
Ireland, from which he has just returned, I am pinch-hitting 
for him. Naturally, he would have explained in more practical 
detail the actual operations involved in complying with the 
administrative provisions of our conventions, since the Com- 
missioner of Internal Revenue has been designated in most of 
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these conventions as the authority for their enforcement. How- 
ever, I may be able to contribute something to this discussion 
by outlining objectively some considerations which seem to 
point to the necessity of combining in our double taxation 
conventions provisions relating both to elimination of double 
taxation and to administrative cooperation. 

Automatic Information 

A convention for the elimination of double taxation modifies 
sharply the application of the general provisions of the Internal 
Revenue laws in certain specified areas. An obvious example of 
this is the reduction or elimination of the withholding rates 
of tax otherwise applicable to fixed or determinable income 
flowing to nonresident alien individuals, or foreign corpora- 
tions not engaged in trade or business in the United States 
through a permanent establishment. Certainly, if the tax is 
eliminated or materially reduced at the source in the United 
States, the income should be subjected to the proper tax by 
the country in which the recipient is resident. Otherwise, these 
items of income, in effect, may, in the absence of information 
in the hands of the latter country, be either exempted or 
granted a preferential rate and a special tax advantage would 
accrue to a small class of taxpayers. Manifestly such a result is 
inequitable to the other taxpayers not benefited by a double 
tax convention and may render a tax convention an avenue 
of tax avoidance. 

In order to inform the other contracting party as to the 
items of income going out of the United States tax-free or at 
reduced rates, the conventions to which the United States is a 
party have, in general, provided that automatic information 
shall be supplied in these cases. Typically, Article 21 of the 
Convention between the United States and France, signed in 
Paris on July 25, 1939, provides, in part, as follows: 

.... the competent authorities of the United States of America will trans- 
mit to the competent authorities of France, as regards any person, corpora- 
tion or other entity (other than a citizen, corporation or other entity of the 
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United States of America) having an address in France and deriving from 
sources within the United States of America rents, dividends, interest, 
royalties, income from trusts, wages, salaries, pensions, annuities or other 
fixed or determinable periodical income, the name and address of such per- 
son, corporation or other entity as well as the amount of such income. 


The information relating to each year will be transmitted as soon as 
possible after December 31, 

Section 7.425 of Treasury Decision 5499, prescribing regu- 
lations under this convention, accordingly requires that the 
information return, Form 1042G, be forwarded each year to the 
French authorities. This form contains the name and addresses 
of persons — nonresident aliens as to the United States — in 
France deriving from sources within the United States income 
of the classes contained in Article 21. This is deemed to con- 
stitute compliance with the provisions of that Article. 

I mention the French convention only as an example of a 
reasonable implementation of the administrative cooperation 
in this particular area. Taxpayers falling within this regime 
should pay their proper tax to one or the other government on 
these items of income. Our tax conventions have not used a 
standard provision for the authorization of automatic informa- 
tion exchange. General authorization for the exchange of in- 
formation in the ordinary course is found in Article XX of 
the United Kingdom convention. Article XXI of the Nether- 
lands convention, and Article XVII of the Danish convention. 
In the Canadian and Swedish conventions, the article under 
which automatic information is exchanged is outlined in more 
detail. However, the administrative practice is exactly the same 
in principle. 

The information periodically collected by the United States 
with respect to persons with foreign fiscal addresses and deriv- 
ing from sources within the United States dividends, interest, 
rents, royalties, and the like, is listed on Form 1042, which is 
prepared annually by corporations and other withholding 
agents in the United States who make the actual payments of 
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the income of the nature described. Upon such income the 
United States imposes a tax, generally at the rate of 30 per 
cent, which is withheld at the source and paid into the Treas- 
ury annually. Such tax is imposed under the Internal Revenue 
Code only upon nonresident aliens and nonresident foreign 
corporations not engaged in trade or business in the United 
States. Hence the names appearing on the withholding return 
Form 1042 are necessarily those only of such aliens and cor- 
porations. No such withholding takes place on such income 
derived by United States citizens and domestic corporations 
and hence, their names do not appear on such form. 

By the reduction in the withholding rates on specified items 
of investment income going to alien residents of the other con- 
tracting party, a premium is placed on the value of establishing 
a residence in the other contracting country from a tax point 
of view. It is, therefore, essential to prevent residents in non- 
treaty countries from establishing fiscal addresses in treaty 
countries so as to obtain the advantageous withholding rates. 
Such preferential rates may well be realized by establishing a 
nominee, custodian, or agent in a treaty country for the mere 
collection of the income. In order to prevent this and to collect 
the proper amount of tax due in these cases under our Canadian 
treaty. Section 7,17 of Treasury Decision 5157 requires Form 
1042 to be prepared annually by persons in Canada who receive 
for the account of any person — other than a resident of Canada 
or a corporation organized under the laws of Canada — fixed 
or determinable income which has been subjected to the lower 
treaty rate. These persons are not entitled to this lower rate. 
This Form 1042 is, in practice, annually forwarded to the Col- 
lector of Internal Revenue, Baltimore, Maryland, accompanied 
by the tax shown to be due in United States dollars. 

A similar arrangement has been established in the United 
Kingdom in order to prevent nonentitled alien taxpayers from 
obtaining the reduced rate on dividends. If the recipient in the 
United Kingdom of the dividend is a nominee or agent through 
whom the dividend flows to a person not entitled to the reduced 
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rate of 15 per cent, the recipient in the United Kingdom must 
withhold an additional tax equivalent to 15 per cent of the 
gross dividend prior to diminution by the 15 per cent previ- 
ously deducted in the United States. This requirement applies 
to fiduciaries and partnerships acting as a nominee or agent for 
an unentitled person. The amounts so withheld must be turned 
into the Board of Inland Revenue which remits these amounts 
to the Collector of Internal Revenue, Baltimore, Maryland. 

The above administrative cooperation between the United 
States on one hand, and Canada and the United Kingdom on 
the other, is one which is wholly reasonable to protect the 
United States Government from misuse of the bilateral treaties. 
It would appear that there can be no doubt as to the desira- 
bility of forestalling possibilities of using these conventions to 
evade our tax laws. 


Specific Information 

The foregoing discussion illustrates that automatic informa- 
tion is confined to aliens and foreign corporations with ad- 
dresses in the other contracting country. Information which 
may be supplied in specific cases on request is quite a different 
subject. 

In all of our treaties there is a general article which grants 
authority for each of the contracting governments to exchange 
information within certain limitations. Article XX of the 
United Kingdom convention is an example. Information avail- 
able under the respective taxation laws of the contracting 
parties shall be exchanged to the extent necessary to carry out 
the provisions of the convention or for the prevention of fraud 
or the administration of statutory provisions against legal 
avoidance. It is specifically provided therein that “any informa- 
tion so exchanged shall be treated as secret and shall not be 
disclosed to any person other than those concerned with the 
assessment and collection of the taxes which are the subject 
of the Convention.” Disclosure of any trade secret or process is 
strictly prohibited. Similarly in the Swedish convention author- 
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ity is granted in Article XVIII to each contracting party to 
obtain from the other particulars in concrete cases relative to 
the application of the taxes subject of the convention to citizens 
or to corporations or other entities of the party making the 
application. Either party may send information about its own 
citizens and corporations but it is not mandatory. Article XIX 
of the Swedish convention confines the obligation to exchange 
information to that which is consistent with the regulation and 
practice of both contracting parties and which can be procur- 
able under the laws of both parties. To the same effect are 
Articles XVII and XIX of the Danish convention; Articles XXI 
and XXIII of the Netherlands convention; and Articles 22 and 
24 of the French convention of 1939. 

In all the cited treaties each country agi-ees to supply the 
other information on request of such other country. The lan- 
guage employed in the treaty with the United Kingdom 
(Article XX) is mandatory, while that employed in the treaty 
with Canada (Article XXI) is permissive and neither treaty 
contains any provision with regard to nationality. The language 
employed in the treaty with Sweden (Article XVIII) is man- 
datory with respect to citizens, corporations, or other entities 
of the requesting State, but optional in other cases, while the 
language employed in the treaty with France (Article 22) is 
mandatory in all cases except that it is made permissive with 
respect to citizens, corporations, or other entities of the State 
to which application is made if for the purpose of preventing 
fiscal evasion. The information so supplied is intended to reach 
those cases not covered by the automatic information, especially 
cases involving allocation of business income, and other cases 
where the automatic information is not sufficient. 

Experience has shown, however, that the indirect benefits of 
this and other administrative provisions are greater than the 
direct benefits; that is, where one country has authority to 
request information from another country with respect to a 
taxpayer in the latter country, such a taxpayer will normally 
supply the information without need for such request. Simi- 
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lariy, the taxpayer in one country will normally discuss terms 
of payment of the tax owing to the other if such other country 
has the right to make request for enforcement of its tax on the 
country in which the taxpayer is situated. 

Administrative provisions are not included in treaties just 
for their own sake. They are designed to aid the efficient han- 
dling of treaty problems. This phase is explored quite thor- 
oughly in the course of the negotiations and an understanding 
reached as to their practical operation. It has been shown from 
experience that governments do not use such provisions as a 
means of embarking on “fishing expeditions” for seeking ran- 
dom information, but that any request is solely grounded by 
reference to the identity of the taxpayer, the facts showing the 
necessity for the information sought, the absence of sources 
of information within the requesting country, and all other 
factors supporting the legitimate nature of the request. I under- 
stand from Mr. King that there has never been a case of a 
country requesting blanket information on all individuals or 
business enterprises entering into or investing in the other. 
This clearly would not be desirable. Inquiries in concrete cases 
invariably refer to specific matters involved in the audit or 
other investigations of a case in the other country. 

With respect to those provisions of the convention relating 
to disclosure of information in specific cases, consideration is 
being given to the formulation of regulations directed towards 
a statement of fundamentals of procedure to the end that the 
taxpayers and others concerned will be appropriately advised 
of such modes of procedure, having in mind that such modes 
of procedure will conform in each case to United States domes- 
tic principles in this regard. 

There is one aspect of this subject which seems to be con- 
tinually overlooked and that is that taxpayers benefit in many 
cases from the authority to exchange information. As typified 
by Article XX of the Danish treaty, a taxpayer is permitted 
under all of our treaties to lodge a claim to prevent double 
taxation. Article XX provides: 
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Where a taxpayer shows proof that the action of the revenue authorities 
of the contracting States has resulted in double taxation in his case in 
respect of any taxes to which the present Convention relates, he shall be 
entitled to lodge a claim with the State of which he is a citizen or, if he is 
not a citizen of either of the contracting States, of the State of which he is a 
resident or, if the taxpayer is a corporation or other entity, with the State 
in which it is created or organized. Should the claim be upheld, the com- 
petent authority of such State may come to an agreement with the compe- 
tent authority of the other State with a view to equitable avoidance of 
double taxation. 

In the practical administration of this general type of provi- 
sion it is necessary to exchange information with the other 
party in order to settle the ultimate controversy or claim. With- 
out authority to give the other party the information upon 
which the United States acted it would be difficult to come to 
an agreement for the elimination of double taxation. A typical 
example may be the correct allocation of profits between a 
branch in Canada and its home office in the United States. If 
both countries tax the industrial and commercial profits of a 
branch on the theory that they arose in each of such countries, 
something should be done. This requires an exchange of 
views and information between the two governments before 
a common meeting point can be agreed upon. It certainly is 
necessary to be authorized to divulge information in this area 
both from the taxpayer’s point of view and that of the two 
governments. Another example might be the case of proving 
to the other contracting party actual expenses allocable to a 
permanent establishment therein. The establishment by a con- 
vention of a forum for the discussion of tax problems by the 
revenue authorities of the two countries is one of the most 
desirable aspects of such arrangements, and one insuring to the 
taxpayers of both countries a full consideration of their 
problems. 

I do not want to stress only the advantage of exchange of 
information to the taxpayer. The government, itself, is aided 
materially in case of tax evasion crossing international boun- 
daries by being able to ask the particular foreign government 
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involved for relevant information. It would appear that this is 
a justifiable situation to request assistance. Certainly no one 
can condone the action of a taxpayer in deliberately evading 
his just tax liability and reasonable administrative cooperation 
aids the apprehending of these cases. 

The foregoing is just a brief outline of the administrative 
cooperation necessitated by specific relief provisions of a double 
taxation convention. However, in addition, there should be 
sufficient authority in the convention to provide reasonable 
administrative cooperation to insure the collection of taxes 
properly and legally due the United States and the contracting 
governments with which it has treaties. It is highly important 
that treaties do not become avenues of tax evasion. 

Collection 

One of the most contentious points involved in the treaty 
progTam has been the provisions for mutual assistance in col- 
lection. By this is meant an agreement between the United 
States and the other contracting country to assist each other in 
the collection of taxes which are justly due, but which one of 
them is not able to collect because, for example, the taxpayer 
and his assets are beyond its jurisdiction and in the jurisdiction 
of the other. 

The first provision of this kind to ever appear in a treaty in 
which the United States was a party is the United States-Sweden 
convention, signed at Washington in 1939. Article XVII of that 
treaty provides, in part, that “each contracting State under- 
takes, in the case of citizens or corporations or other entity of 
the other contracting State, to lend assistance and support in 
the collection of taxes to which the present convention re- 
lates, . . .” As you will observe, this convention draws what 
has been generally referred to as “lines of nationality.” In 
other words, Sweden has agreed to collect United States tax 
due from citizens or corporations or other entities of the 
United States. A similar provision is contained in Article 23 
of the French convention of 1939, Article 18 of the Danish 
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convention, and Article XXII of the Netherlands convention. 
In the French convention of 1946, agreement was reached for 
mutual collection between France and the United States, but 
with no “lines of nationality” drawn. Much criticism was 
leveled against this provision when the convention was under 
consideration by the subcommittee of the Senate Foreign Re- 
lations Committee and the final result was that a protocol to 
the 1946 convention provided that collection must be restricted 
by “lines of nationality.” 

It is fundamental in the present United States tax system that 
income taxes are imposed on the earnings and profits of citizens 
and corporations abroad, with very limited exceptions. When 
a taxpayer is outside the jurisdiction of the United States it is 
impossible to enforce the collection of his justly due taxes 
unless he has assets in this country. In the past few years, 
numerous requests have been sent to delinquent taxpayers re- 
questing them to pay their tax obligations to the United States 
government. These requests go to the consulates of the United 
States all over the world. It is unfortunate that no effective 
enforcement procedures can be taken against taxpayers resident 
abroad in order to collect their properly due income tax lia- 
bilities. For this reason, it would appear desirable that a collec- 
tion provision should be a part of our tax conventions, at least 
to the extent that the United States may obtain the assistance 
of the other contracting party in. collecting the federal income 
tax liabilities due from its own citizens, corporations, or other 
entities. 
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I N DEALING with the administrative aspects of interna- 
tional tax conventions from the governmental point of 
view, Mr. Sherfy of the Treasury Department has covered: 

1. The automatic exchange of information; 

2. The supplying of information in response to a specific request; and 

3. Mutual assistance in the collection of taxes. 

The same order will be followed in reflecting the taxpayers’ 
views on these subjects. By way of a general introduction it may 
be said that the attitude of the business community has been 
consistently based on the proposition that the primary purpose 
of tax conventions should be the elimination of international 
double taxation, and that administrative assistance should be 
reduced to the minimum necessary to carry out relief pro- 
visions. 

Tax conventions dedicated to the promotion of trade, 
through the removal of the barriers and burdens resulting from 
the duplication of the levies of two states on the same income 
or property, should not be utilized to reach capital or property 
that frightened residents of a given country have in the past 
placed abroad for reasons of safety. The long-established right 
of political sanctuary for persons should be extended equally 
to their property, lest we find this government in the ridiculous 
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situation where it would grant political sanctuary to a refugee 
from a foreign country, yet yield his property to the govern- 
ment from which he has fled, with the result that he might be 
left destitute and a public charge in this country where safety 
was sought. 

Moreover, under the guise of promoting international trade, 
governments should not seek in tax conventions the means of 
enforcing principles of taxation that are inhibitory to such 
trade. 

Ever since the early nineteen twenties, when the technical 
committees of the League of Nations began their studies of the 
elimination of international double taxation, the taxpayer has 
advocated the limitation of tax treaties to the avoidance of in- 
ternational double taxation, and the League committees dealt 
with administrative assistance in model conventions which were 
quite separate and distinct from those to prevent the overlap- 
ping claims of states. During the more than two decades of 
development of international tax law under the aegis of the 
former world organization, the taxpayer was represented by the 
International Chamber of Commerce. While that body may 
still speak for him before the Fiscal Commission of the United 
Nations, his voice has also been echoed in Tax Congresses held 
in Europe by the International Fiscal Association, and in the 
United States by the National Foreign Trade Council. It is 
primarily the views of the Tax Committee of the last-mentioned 
organization that are set forth in some detail in this paper. In 
substance all of these organizations contend that once the 
burdens of duplicate taxation have been eliminated on a sound 
basis, the administration of a tax treaty should be no more 
difficult than the enforcement of the law of the respective coun- 
tries, and the great majority of taxpayers would not be tempted 
to evade tax liability. 

Nevertheless, certain authorities have been said to want the 
assistance of other governments not so much to implement re- 
lief provisions in treaties but to reach income from or even the 
capital which residents of the country have placed in safe- 
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keeping abroad so that they would have something to live on 
in the event they themselves might have to seek refuge abroad 
because of adverse political developments at home. While this 
second aspect is seldom if ever mentioned in official documents, 
its importance cannot be overlooked in trying to understand 
some of the stringent treaty provisions on the one hand, and 
the taxpayers’ strong opposition thereto on the other. 

At the outset mutual assistance provisions were generally 
incorporated in a convention separate from that in Trliich 
double tax relief was provided, but in recent years the tendency 
has been to incorporate both in the same convention. Some- 
times a convention to assure long-wanted relief for interna- 
tional business is delayed because of one government not being 
willing to go as far as the other insists it should go in accord- 
ing assistance. The former may not have any existing method 
of supplying the information the other government wants or 
may be loathe to violate long-existing principles of banking or 
trade secrecy, or to open its courts to the enforcement of foreign 
tax claims. 

In short, a government may fear that stringent articles on 
mutual assistance may frighten away the business and invest- 
ments it wants to attract to its territory. Its negotiators know 
that even the most conscientious taxpayers may be unwilling to 
add to the risks of doing business in a foreign country the 
danger of having their own government give to the other gov- 
ernment information or assistance in enforcing a claim that 
may be erroneous or arbitrary. 

Instead of being the beneficiary of a relief provision under 
which no question of tax evasion may be involved, the taxpayer 
fears he may be unjustifiably made the victim of a measure in- 
tended to aid in recapturing refugee capital or to punish an 
evasion of pre-treaty liabilities. Hitherto, he has not even been 
assured a hearing by his own government before it responds 
to a request for information which it has obtained from him 
under a guarantee of secrecy. Moreover, if his government un- 
dertakes to enforce a final judgment of a foreign court against 
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him, he will presumably have no opportunity for a hearing in 
his home courts on the merits of the assessment under the 
foreign law. Consequently no amount of soothing assurance on 
the part of the officials of his own government that the pro- 
visions are designed to catch only the occasional tax evader 
will allay his apprehensions. 

Hence, the more commitments a government makes to assist 
the other government, the more it tends to nullify the substan- 
tive provisions in the treaty to encourage the flow of trade 
and capital. 

Let us see what is the minimum of assistance provisions that 
might be adopted to implement the relief provisions without 
subjecting the taxpayer of good faith to unnecessary risks. 

Automatic Exchange of Information 

Mr, Sherfy’s first main point was that if a tax convention pro- 
vides for relief from double taxation in the form of a reduction 
or exemption from tax in the country of source, then the parties 
to the convention must make sure that the income will be sub- 
ject to the proper tax in the country of residence of the tax- 
payer. Otherwise the tax convention may serve as an avenue of 
tax avoidance. 

The types of income to which the previous speaker alludes 
are primarily dividends, interest and royalties on patents, copy- 
rights, and similar rights. 

Dividends 

Problems may arise in connection with treaty provisions for 
avoiding double taxation of dividends. This is especially likely 
if one country agrees to a reduction in the rate of tax it with- 
holds from dividends, as the recipient of the dividend in the 
other contracting state may fail to report such income for pur- 
poses of tax liability in that state. 

When one contracting state reduces its tax rate applied to 
dividends paid to residents of a second 'contracting state, these 
two states may also wish to prevent a person resident in a third 
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State, who holds shares in a company in the first state, from 
improperly obtaining the benefit of the reduced rate by re- 
ceiving the dividends through a nominee resident in the second 
state. 

Many of the European states have a so-called schedular tax 
on dividends in addition to the tax on profits payable by the 
company. Some states, notably France, also subject to the 
schedular tax dividends received from abroad by residents. 
Some European countries impose a progressive tax on the en- 
tire net income of persons habitually resident in their territory. 
The country of source is not concerned with what happens to 
dividends paid to nonresidents after the schedular tax has been 
withheld, but a country which subjects dividends received from 
abroad by residents to its schedular tax or progressive personal 
tax is concerned with preventing the evasion of such levies. 
France in particular has made repeated efforts to get other 
countries to give information as to the amount of such income 
from abroad paid to its residents. 

In its tax convention with the United States, France allows a 
reduction in its rate of schedular tax on dividends from the 
United States. ^ The relief from double taxation so provided is 
incomplete and only recently has France eliminated its dis- 
criminatory high rate on income from foreign securities. France 
may therefore now feel that the taxpayer cannot object to the 
government receiving information about his income from 
United States sources taxable at the rate of 30 per cent in the 
United States and also subject in France to a part of the sched- 
ular tax and inclusion in the income subject to the personal 
tax on global income. The taxpayer will recall, however, that 
France has asked the assistance of other governments to reach 
the income from capital, and perhaps the capital itself, which 
had sought security in the United States or other countries be- 
fore the convention of 1939, containing mutual assistance pro- 
visions, was concluded. Therefore the fear of penalties for pre- 


1 Convention and Protocol between the United States of America and France 
of July 25, 1939, effective January 1, 1945, Convention Title I, Art. 14 (B). 
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treaty violations of tax laws resulting from precautionary meas- 
ures of safety destroys any feeling on the part of the taxpayer 
in such a situation that the treaty is a blessing. 

In contrast to the situation in France, the United States has 
since 1918 allowed a credit against its tax in respect of tax paid 
abroad on dividends and other income.^ The credit so allowed 
covers the foreign rate in full if such rate is not in excess of 
the United States rate. 

The Treasury has not to my knowledge reported that there 
exist many cases of tax evasion on the part of resident taxpay- 
ers deriving income from foreign sources. 

From the viewpoint of the American citizen, resident, or 
corporation entitled to a credit for foreign taxes on dividends, 
the only administrative problem involved in this connection is 
submitting information to show that the foreign tax is allow- 
able as a credit under Section 131, I.R.C., and obtaining from 
the foreign tax administration a receipt showing the payment 
of the foreign tax and the amount of income involved. 

Generally speaking, countries have refused in tax conven- 
tions to forego the collection of their general withholding rate 
on dividends and interest from domestic sources payable to 
residents of other states. In such a case, the country of source is 
not dependent on the assistance of the other state to collect its 
tax. However, the country of residence may benefit by receiving 
information from the country of source as to dividends and 
interest paid to its residents, and the question arises whether 
such information should be given if the country of residence 
does not grant a sufficient allowance against its tax on residents 
to avoid double taxation. 

Interest 

The problems in regard to interest are essentially the same 
as those regarding dividends, especially when interest payable 
on bonds and other forms of indebtedness is subject to taxation 
by withholding at source. However, under the laws of various 


2 Internal Revenue Code, Sec. 131. 



TAXPAYER VIEW OF INTERNATIONAL TAX CONVENTIONS ggg 

countries, interest on ordinary bank loans, especially if they are 
for less than a year, or unsecured loans to individual or cor- 
porate debtors are not always subject to withholding at source 
and are sometimes in principle taxable in the hands of the 
creditor at his residence. Naturally, if such loans are made 
across frontiers, there is a chance of their escaping tax in the 
country of the creditor through the creditor’s failure to declare 
the income. However, the amount of such international lend- 
ing has evidently not been considered sufficiently important to 
receive particular attention in tax conventions. 

In the tax conventions concluded in recent years by the 
United States with the United Kingdom, The Netherlands, and 
Denmark, these countries have sought to encourage the inflow 
of private capital by granting an exemption in connection with 
interest paid by local debtors to creditors in the United States, 
who are not engaged in business in the state of the debtor.® 
Information is supplied in order to assure the payment of the 
tax due in the country where the creditor resides.^ In addition, 
the countries signing the convention may be expected to pre- 
vent residents of third countries from obtaining the exemption 
by collecting interest from sources in the first country through 
a nominee resident in the second country. 

Royalties 

In various European countries the general principle with 
respect to the taxation of patent and copyright royalties has 
been that such amounts should be treated as income from a 

3 Convention between the United States of America and the United Kingdom 
of April i6, 1945, Art. VII; Convention between the United States of America 
and the Kingdom of The Netherlands of April 29, 1948, Art. VIII; and Con- 
vention between the United States of .America and Denmark of May 6, 1948, 
Art. VII. 

^ In furtherance of the principle of reciprocal administrative assistance Regu- 
lations issued in connection with treaties entered into by the U.S. provide that 
every withholding agent shall make and file with the Collector of Internal 
Revenue an annual withholding return Form 1042 and in addition an informa- 
tion return showing all income received by nonresidents from U.S. sources, 
(T.D. 5206, sec. 7.37; T.D. 5569, sec. 7.530; T.D. 4975, sec. 25.15; T.D. 5499, sec, 
7.425). The returns so filed are to be forwarded by the Sec. of the Treasury 
to the designated Minister in the foreign country (T.D. 5206, sec. 7.38; T.D. 
5499, sec. 7.425 (b); T.D. 4975, sec. 25.16 (a); T.D. 5569, sec. 7.531). 
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liberal profession and therefore taxable where the owner of the 
patent or copyright resides. This general principle has been 
embodied in numerous European tax conventions, and also in 
the convention concluded by the United States with Sweden. ^ 
Flowever, in subsequent tax conventions to which the United 
States has been a party, royalty income has been subjected to 
the same rule as that applied to business enterprises when the 
copyrights, patents, or similar rights are exploited by a business 
enterprise of one country having a permanent establishment in 
the other country,® or engaged in trade or business therein.'^ 
Some European treaties also embody similar qualifications to 
the rule of reciprocal exemption. 

Obviously, if a country of source is interested in receiving 
the benefits of foreign technical knowledge and therefore grants 
an exemption for royalties paid to nonresidents, it has no con- 
cern if the recipient in the other country fails to declare such 
income. 

However, if a treaty provides for reciprocal exemption of 
such income, it is not unusual to agree on measures to assure 
that the income exempt at source will be included in the tax- 
able income of the recipient in his country of residence.® 

Nature of Information Automatically Exchanged 

At this point, let us consider the type of information that 
might be automatically exchanged to implement the above 
relief measures. Few foreign countries have developed any sys- 
tem of information at source that is in any way comparable 
to that obtained by the United States on Form 1042 showing 
dividends, interest, and other payments to nonresident aliens 
or foreign corporations which are subject to withholding. In 
many foreign countries stocks and bonds are generally in 

5 Convention between the United States of America and Sweden of March 
23, 1939, Art. VI. 

« Convention with Denmark, mpra, Art. VIII; Convention with France, supra, 
Title I, Art. 7; Convention with The Netherlands, supra, Art. IX. 

7 Convention with the United Kingdom, supra, Art. vlll. 

8 The provisions enacted with re.spect to interest paid to nonresidents covered 
by the tax conventions and outlined in footnote 4 also apply to royalty payments. 
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bearer form and the tax system of the country often takes 
this fact into account in the rates withheld at the source. Hence, 
there can be little if any information available about American 
holders of such securities that can be sent to Washington. The 
very serious question arises whether the United States should 
agree to ship in bulk all the information it receives, from 
domestic, withholding agents about amounts paid to residents 
of such countries, to the foreign administrations without receiv- 
ing in return any equivalent amount of useful information. 

Nevertheless, the United States Treasury has adopted this 
method of giving the other country information shown on Form 
1042 about persons having an address in the latter’s territory. 
Assuming a foreign country may have some information forms 
to supply in return, imagine the difficulties our officials are 
likely to have in translating the information into English and 
collating it for use in verifying the returns of taxpayers in this 
country. It is obvious that if a resident wished to evade the 
American tax he would simply receive his dividends or interest 
via a nontreaty country. As practically every American taxpayer 
will claim credit under Section 131, I.R.C., for any tax paid 
abroad and supply on his own initiative the information neces- 
sary to justify the credit, the information sent by the foreign 
government directly to the Treasury can hardly serve a very 
useful purpose. 

In respect of income exempt at source, such as interest and 
royalties under certain conventions, the United States has 
adopted a more practical method. The person in one country 
who is entitled to the exemption in the other is required to 
submit a letter or form to the withholding agent, a copy of 
which is sent to the tax authorities to show that he is entitled 
to the exemption and the income is then paid without deduc- 
tion of tax. A copy of this form may be forwarded to the 
administration of the country where the taxpayer resides.® 


0 Reference to regulations, e.g., Regulations, Convention with France, 1939, 
T.D. 5499, sec. 7.418: convention with United Kingdom, T.D. 5569, sec. 7.53a; 
claims, etc. and T.D. 553a, sec. 7.502 and 7.503. 
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It is urged that this method is the proper approach to sup- 
plying information to prevent a tax relief measure from becom- 
ing an avenue of tax avoidance. Let the resident in one country 
who wishes to enjoy a reduction in rate or exemption granted 
by the other country fill out a form in triplicate showing that 
he is entitled to the relief and send one copy to his own tax 
administration and two copies to the withholding agent in the 
other country, who will then forward one of them with his 
information return to the tax administration of the latter 
country. 

Thus the apprehensions of the Treasuries of both countries 
can be allayed and the purpose of a relief provision can be 
realized with a minimum of trouble to the tax authorities as 
well as to the taxpayer. This simple procedure can be adapted 
to cases where securities are held on a long-term or short-term 
basis, and it is believed that the Treasury authorities can easily 
work out these details in regulations. 

Information in Specific Cases 

The clauses on mutual assistance that taxpayers have feared 
foreign tax authorities may use for unwarranted “fishing ex- 
peditions’’ are those committing the United States to supply 
information requested in specific cases. These may be subject 
to general limitations under which the United States may refuse 
to supply information not available under its laws or which 
would violate a trade secret or practice, but the failure of 
regulations to clarify these commitments has not served to 
reassure the American taxpayer. 

The view has been expressed in hearings at Washington that 
if a foreign government asks for information from the Treasury 
with respect to one of its nationals who may happen to be in 
the United States, the Treasury should be free to supply that 
information without giving the taxpayer any previous notice. 
Apparently the same thing might happen if the person con- 
cerned were an American national. 

Representatives of taxpayers feel it is only fair for the United 
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States to subject such a request to certain conditions, which 
should include, inter alia: 

1. That the foreign government should show that the information sought 
is not available within its own jurisdiction, and that the information 
is essential to the collection of a tax claim which is prima facie justified; 
and 

2, That the taxpayer should be given a hearing before the information is 
supplied. 

In other words, the taxpayer should be believed to be inno- 
cent by our government until the other government actually 
shows, after he has had a chance to speak for himself, that he 
is guilty of an evasion. If our government acts on its own to 
supply the information without calling in the taxpayer, how 
is it to know that the information supplied would not violate 
a trade secret or practice or otherwise infringe a safeguard stipu- 
lated in the treaty. 

Moreover, the cooperation of the taxpayer can probably 
facilitate the solution of any problem incident to applying basic 
principles of liability, or the allocation of income to sources 
within the country making the request. 

Perhaps the foreign country is requesting information, about 
manufacturing costs of a United States company which sells 
through a permanent establishment in the foreign country. 
Suppose the official in the Treasury gleans this information 
from the taxpayer’s returns — there is still the very important 
question of the proper apportionment of the income between 
the manufacturing establishment in the United States and the 
sales establishment in the foreign country. It is hard to see how 
the proper apportionment can be computed without the co- 
operation of the taxpayer. 

Business Income 

Ever since representatives of the American government or its 
taxpayers began, soon after World War I, to cooperate in the 
movement to avoid international double taxation, emphasis has 
been placed on developing practical principles for the alloca- 
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tion of business income to sources in the various countries in 
which an enterprise carries on productive activities so as to 
obviate the need for the interested tax administrations to get 
together to cut the annual pie of net profit. The basic principle 
adopted after a world-wide survey of tax systems and practices 
is that the enterprise of one country should be taxable in the 
other country in respect of business income only to the extent 
that such income is allocable to a permanent establishment 
situated in the territory of the latter.^" This term, “permanent 
establishment,” has been defined in most tax conventions to 
include any kind of fixed or lasting installation of the enter- 
prise such as a branch, factory, assembly plant, agTicultural 
plantation, a mine or oil well. However, for the purpose of en- 
couraging the flow of trade, and to obviate the obstructive 
effects of attempting to impose tax in cases where it is difficult 
to reach the taxpayer or to determine the amount of income 
attributable to a country concerned, there have been excluded 
from the definition of “permanent establishment” (i) dealings 
through a bona fide commission agent, broker, or custodian; 
(2) dealings through an agent not empowered regularly to con- 
clude contracts or to deliver goods from a locally maintained 
stock; (3) mere purchasing activities; and (4) a subsidiary cor- 
poration.^^ 

In order to preclude difficulties in determining the income 
allocable to the permanent establishment in one contracting 
state of an enterprise having its head office in the other con- 
tracting state, the Fiscal Committee of the League of Nations 
adopted the principle — and it is now a basic provision in prac- 

Dialt Convention for the Allocation of Business Income Itetween States 
for the purposes of taxation Annex, Reports of the Fiscal Committee to the 
Council of the League of Nations, June 26, 1933, anti June 17, 1935; based on 
recommendations in Vol. IV on Methods of Allocating Taxable Income of 
Taxation of Foreign and National Enterprises, Vols. I-V, published by the 
League of Nations, Geneva, 1932 and 1933. 

11 Convention and Protocol between the United States of America and Canada 
of March 4, 1942, Protocol, sec. 3 (f); Convention with Denmark, supra. Art. II 
(1) (c); Convention and Protocol with France, supra, Protocol, Art. Ill (a); Con- 
vention with The Netherlands, supra. Art. II (i); Convention and Protocol with 
Sweden, supra, Protocol, sec. 1 (a); Convention with the United Kingdom, supra. 
Art. II (1). 
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tically all general conventions concerning income taxes — that 
the income attributed to such permanent establishment should 
be the amount it would derive if it were an independent enter- 
prise engaged in the same or similar activities under the same 
or similar conditions. This presupposes the maintenance of 
separate accounts to show the earnings of the establishment 
based on prices or charges made between the local establish- 
ment and other establishments of the enterprise, which prices 
or charges should correspond to those which would have been 
made with an independent third enterprise. The League of 
Nations Fiscal Committee and parties to tax treaties have recog- 
nized that an appropriate procedure for verifying the accounts 
of such an enterprise is to make a comparison with the profits 
realized by similarly circumstanced independent enterprises in 
the same country. 

This principle of separate accounting was advocated most 
earnestly over a period of years by members of the Interna- 
tional Chamber of Commerce and governments interested in 
developing their business abroad. They were definitely opposed 
to the so-called system of “fractional apportionment,” of which 
Spain is the most outstanding exponent. That country met with 
difficulties in determining the profits attributable to branches 
in its territory of enterprises having their head offices abroad. 
Spain therefore developed the system of requiring the foreign 
enterprises to submit data to a “profits jury,” which determines 
a relative percentage {cifra relativa) reflecting the importance 
of the Spanish business to the entire business of the foreign 
enterprise. This figure is generally applied for a period of three 
years, and is the measure used in determining the taxable pro- 
portion not only of the profits of the foreign company but also 
of the dividends paid at the head office abroad. 

Clearly, if all the countries in which an American corpora- 
tion carried on business insisted upon determining their taxes 
by such empirical method, the total of the assessments might 
in most cases exceed the entire net income of the American com- 
pany. Moreover, the taxpayer could be subjected to the in- 
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tolerable burden of having to prepare its accounts in the lan- 
guage of the various foreign countries in which it was being- 
assessed, and adjust its accounts to their respective accounting- 
practices. 

The advocates of the principle of separate accounting con- 
tended that, if the local establishment kept its accounts on an 
“arm’s-length” basis in its relations with the rest of the enter- 
prise, and if the local authorities could verify the accounts by 
a comparison with similar local independent enterprises, there 
would be no need for asking for the accounts of the head office. 
In addition, there would be no need to ask for the assistance 
of the tax administration of the state in which the head office 
was situated in arriving at a determination of tax liability. If 
the taxpayer felt that the income claimed by the local adminis- 
tration was more than that properly attributable to the branch, 
he could probably obtain a fair determination of the profits 
through negotiations with the local authorities, or if necessary 
by appealing to an administrative tribunal or the courts of the 
country. Fortunately, the principle of separate accounting has 
progressively won over that of fractional apportionment and 
has been incorporated in all our income tax conventions, with 
the result that administrative problems have been largely ob- 
viated. However, the United States may conclude treaties 
with countries which may nevertheless seek to reach profits of 
the American enterprise not shown in the books of the local 
establishment, and the Treasury should never respond to such 
a request without first giving the taxpayer a chance to explain 
the situation. Often foreign tax laws provide for taxing all in- 
come realized on selling within the country goods produced 
abroad, or on selling abroad raw materials or other goods pro- 
duced within the country, and there may be honest differences 
of opinion as to the amount of income a permanent establish- 

12 Convention and Protocol with Canada, supra. Convention, Art. Ill; Con- 
vention with Denmark, supia. Art. Ill (3); Convention and Protocol with 
France, supra, Title I, Art. 5; Convention with The Netherlands, supra, Art. 
Til (2); Convention and Protocol with Sweden, supra. Art. Ill; Convention with 
the United Kingdom, supra, Art. Ill (3). 
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nient should be deemed to derive in the light of such precepts. 

Frequently there are general provisions in tax treaties per- 
mitting the tax authorities of the respective countries to consult 
in order to facilitate the carrying out of the convention and 
avoid double taxation not automatically prevented by the con- 
vention. Such a provision can properly envisage consultation to 
arrive at a fair allocation of income between permanent estab- 
lishments in the two contracting states in cases where a dispute 
arises involving allocation which cannot be settled between 
the local authorities and the permanent establishment involved. 

Experience has shown, however, that in the great majority 
of cases, the taxable profits of a permanent establishment may 
be determined year in and year out to the satisfaction of the 
local tax administration without any recourse to assistance on 
the part of the tax authorities of the other contracting state. 

Parent and Subsidiary Companies 

Difficulties have arisen because of the belief on the part of 
tax authorities that a foreign parent company can arrange its 
relations with a local subsidiary company so as to divert profits 
from the subsidiary to itself. The amount of the diverted profits 
escapes not only the tax payable by the subsidiary on its profits 
but also the tax it may be required to withhold from dividends. 

The question of circumventing the diversion of profits by a 
subsidiary company to its parent company was given consider- 
able study by the Fiscal Committee of the League of Nations, 
as well as by the negotiators of various tax treaties. This was 
one of the principal problems to be overcome in the negotia- 
tions of the first tax convention between the United States and 
France which was signed on April 27, 1932, and came into effect 
on January 1, 1936. The solution adopted was a very simple 
and logical one, the carrying out of which, was entirely within 
the jurisdiction of the country from which profits were pre- 
sumed to have been diverted. In the first place, provision was 
made for correcting the accounts of the subsidiary so as to 
reflect the diverted profits. In addition it was agreed that any 
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profit shown by the French tax authorities to have been di- 
verted were, subject to the taxpayers’ right to appeal to the 
French court, to be treated as a dividend paid by the subsidiary 
to the parent company and taxed at the rate applicable to 
dividends. There has apparently never been any difficulty in 
the application of this treaty provision, which now appears in 
Article 16 of the convention between France and the United 
States of America, signed July 25, 1939- 

Collection Assistance 

As regards mutual assistance in collecting taxes, Mr, Sherfy 
has stressed the need of incorporating such provisions in tax 
treaties in order to reach a few individuals who in past years 
have gone to a foreign country to seek their fortune and built 
up a business, and have there accumulated capital which they 
have employed in their unincorporated business or have con- 
tributed to a local company. Perhaps they have saved their 
money and acquired real estate from which they derive rents, 
or made inventions and licensed the patents against payment of 
royalties. 

Under the law of the United States, even though the citizen 
has a permanent residence or domicile in the foreign country, 
he is nevertheless liable to the American tax on all income 
from abroad except his earned income exempt under Section 
116(a), I.R.C. Other nations, like Great Britain, France, or 
Italy, have encouraged their citizens to live abroad permanently 
and become outposts in the development of their foreign com- 
merce and have never tried to tax nonresidents on their in- 
come derived abroad. Inasmuch as the United States is now 
spending billions to encourage the economic reconstruction of 
foreign countries, a very small contribution to the practical 
realization of the objectives of these heavy expenditures would 
be to encourage Americans to reside abroad and help develop 
the economic resources of such countries on a permanent basis. 
To do this would involve exempting them from the United 
States tax except on income from sources within the United 
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States. Instead of trying to get other countries to agree to col- 
lecting taxes from Americans who have made their homes 
abroad and are developing American foreign commerce, the 
United States should amend its own law so as to bring it into 
line with the legislation of the other countries. 

There is another aspect to this problem which the represen- 
tative of the Treasury has not dwelt upon, namely, the effect 
of the United States agreeing to enforce foreign tax claims, 
and the consequent unwillingness of Americans to subject 
themselves to the jurisdiction of a foreign country to which 
such a commitment is made. Xenophobia manifests itself fairly 
generally in tax administrations, and governments often grant 
a relatively high percentage for denunciation of suspected tax 
evasion. A taxpayer who objects to a claim is often required 
first to pay the tax or deposit an amount equal thereto before 
he can fight the claim in court. Hence, American citizens and 
companies would be very reluctant to subject themselves to 
taxation abroad if they felt the United States were bound .to 
place a lien or distraint on their property in the United States 
at the request of a foreign government which asserted a claim, 
or to dedicate its courts to the collection of any finally deter- 
mined foreign tax claim. 

Taxpayers’ Opposition to Particular Assistance 
Provisions 

As we have seen, the American taxpayer who has been ac- 
customed to declaring his foreign income and taking credit for 
any foreign tax paid thereon has not been able to understand 
the Treasury’s insistence on incorporating in tax conventions 
detailed provisions on exchange of information and mutual 
governmental assistance in the collection of taxes. In the tax 
conventions with Canada and the United Kingdom, provision 
is made only for exchange of information, both automatic and 
in specific cases. However, in the convention with Sweden 

Convendon with Canada, supra, Arts. XVIII, XIX, XX, XXI; Convention 
with the United Kingdom, supra, Art. XX. 
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each state agrees to go further and enforce tax claims against 
the nationals of the other state, and in the tax convention of 
1939 with France each state agrees to assist in collecting tax 
claims of the other, except against the former’s own nationals. 

When the convention with France of October 18, 1946, was 
made public, American taxpayers were shocked to find that 
the United States had agreed not only to supply France with 
information about the income of Americans as well as nationals 
of France and third countries, but also to enforce in its courts 
finally determined French tax claims against its citizens and 
corporations, and apply measures of conservancy to assure the 
eventual collection of claims not finally determined. This new 
development of the United States agreeing to serve as informer 
and tax collector against its own nationals aroused such intense 
opposition on the part of American taxpayers that interested 
trade organizations sent representatives to hearings before a 
subcommittee of the Senate Committee on Foreign Relations.!"^ 
Lengthy discussions which ensued between them and Treasury 
officials resulted in an understanding as to policy governing 
mutual assistance provisions in tax conventions. As regards the 
pending convention with France of October 18, 1946, the 
mutual assistance provisions were limited so that the United 
States is not committed to supply information about the in- 
come of its nationals either automatically or in specific cases, 
nor to aid in the enforcement of French tax claims against 
them.i® 

As a result of the hearings referred to above it was made 
clear by government representatives that the United States 
would supply automatically to other countries only such in- 

Convention with Sweden, supra, Art. XVII. 

Convention with France, supra. Title II, Art. 23. 

Convention between the United States of America and France of October 
18, 1946, Title III, Art. 12. 

17 Hearings before a Subcommittee of the Committee on Foreign Relations, 
United States Senate, Eightieth Congress, First Session on Executive A, Con- 
vention with France on Double Taxation, held on January 30, February 6, and 
April 17, 1947. 

18 Supplementary Protocol of May 17, 1948, to the Convention between the 
United States of America and France, Art. I (1). 
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formation as it obtains on Form 1042 showing the tax withheld 
from dividends, interest, and other recurring items of income 
paid to nonresident aliens and foreign corporations not en- 
gaged in business in the United States. However, the taxpayers 
feel that this practice should be superseded by the more prac- 
tical one of having the beneficiary of a reduction in rate or an 
exemption supply the information. 

The supplying of specific information in tax conventions is 
to be subject to certain limitations, but there is need of further 
clarification and agTeement on a fair and practical procedure. 

Collection assistance is to be provided only to the extent 
necessary to prevent nonentitled persons in third states from 
improperly taking advantage of a reduction in rate or exemp- 
tions granted by one state to residents of the other contracting 
state. Such a provision is found in the tax convention with 
New Zealand, which was negotiated subsequent to the hearings 
before the Senate subcommittee and signed on March 16, 1948. 
The convention stipulates that each of the contracting govern- 
ments may collect such tax imposed by the other contracting 
government as will ensure that the exemption or reduced rate 
of tax granted under the present convention by such other 
government shall not be enjoyed by persons not entitled to 
such benefits.i*^ Assuming that a resident of New Zealand who 
receives income from the United States and benefits from a 
reduction or exemption is actually a nominee of a resident of 
a third state, he will be required to withhold and pay to the 
appropriate authorities the partial or full amount of tax due 
by the resident of the third country. 

The more detailed mutual assistance provisions which had 
already been agreed to in the drafts of conventions with The 
Netherlands and Denmark were similarly limited in effect with 
regard to nationals of the state to which the request for assist- 
ance in collections is addressed. This was done before they were 

19 Convention between the United States of America and New Zealand, signed 
March 16, 1948, Art. XVII. 
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signed; the former on April 29, 1948, and the latter on May 
6, 1948. 

However, the viewpoint of American taxpayers is that the 
courts and enforcement machinery of the United States should 
not be utilized to enforce foreign tax claims even against na- 
tionals of the state requesting assistance, or of third states. 

Conclusion 

The American taxpayer, whether a citizen, resident, or do- 
mestic corporation, enjoying the benefit of the credit for taxes 
paid to foreign countries, or an exemption by treaty from 
foreign tax in respect of certain items of income, has no real 
temptation to evade the United States tax and therefore this 
government has no need to call on foreign governments to aid 
in collecting its taxes. In order that a taxpayer may obtain 
the credit for foreign taxes, it is necessary that the foreign gov- 
ernment be willing to issue a receipt showing the taxes paid 
so that the American taxpayer can prove he is entitled to the 
allowable credit. As regards foreign royalties, interest, and 
other items exempt under treaties, it is understandable that the 
American resident should fill out prescribed forms to justify 
his claim for exemption. 

As regards business income, most companies follow the prin- 
ciples of allocation embodied in Section 119 of the Internal 
Revenue Code and pertinent regulations, which are in harmony 
with the principle of permanent establishment embodied in 
tax treaties, and for years they have been able to settle questions 
of allocation by negotiation with the competent tax authorities 
of the foreign country without any assistance from the federal 
authorities in Washington. Hence, it is quite understandable 
why American taxpayers have not been enthusiastic about the 
Treasury’s efforts to embody in treaties intricate provisions 
for exchange of information and mutual assistance in the col- 
lection of taxes. Looking at the question from the tax collector’s 


20 Convention with The Netherlands, supra, Art. XXII; Convention with Den- 
mark, supra, Art. XVIII. 
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point of view, it is quite clear that mutual assistance provisions 
have been of greater interest to foreign governments than to the 
United States, as the former have long endeavored to reach the 
income derived from the foreign sources by their residents 
with undeveloped fiscal consciences. 

Whereas the United States has a fairly complete system of 
information covering taxes withheld from dividends, interest, 
and other periodical income paid to nonresidents, most other 
countries have little or no system of information at source. 
Consequently, the inquiring taxpayer wonders what the United 
States is receiving in exchange for the shipments in bulk to 
other countries of information returns filed with the Treasury, 
Moreover, as regards information in specific cases, when the 
United States agxees to supply it, the taxpayer feels that it 
should be clearly understood that the foreign government will 
exhaust all local sources of information before it asks the 
assistance of Washington, and, furthermore, the taxpayer insists 
that he should be notified and given a hearing on whether 
information should be supplied to the foreign administration. 

In so far as assistance in collection is concerned, the Ameri- 
can taxpayer is unalterably opposed to having the judicial ma- 
chinery of this country used to enforce a finally adjudicated 
foreign tax claim against him, or to authorize the placing of a 
lien on, or the distraint of, his property as “measures of con- 
servancy” to support a pending foreign tax claim. They feel 
that the relationship between citizens and the federal govern- 
ment as embodied in the Constitution does not contemplate 
the federal government spending their contributions to its 
upkeep in enforcing foreign tax claims against them. Moreover, 
there is no justification for our courts to enforce a foreign 
country’s tax claims against its own nationals or nationals of 
third states. These views have been so forcefully advanced that 
it is believed the Treasury is now willing to limit the collection 
provisions to those found in Article XVII of the convention 
with New Zealand cited above; namely, to cases where non- 
entitled persons may try to receive the benefit of a reduced rate 
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or exemption in one state by receiving income through a nomi- 
nee resident in the other contracting state. 

However, cases may arise where there is a dispute between 
administrations over the proper allocation o£ income or where 
there is some unusual circumstance not foreseen by the treaty. 
In such event, it should be possible for the taxpayer to appeal 
to the appropriate officials of his government, who, by corre- 
sponding with the authorities of the other contracting state, 
can arrive at an amicable settlement of the problem. If the 
dispute continues, perhaps recourse to some specially estab- 
lished ad hoc tribunal or even to the World Court should be 
provided. In the latter case provision should be made for the 
proper representation of the taxpayer before the international 
tribunal, inasmuch as, hitherto, the appearance in an inter- 
national forum has generally been limited to sovereign states. 

In order that double taxation treaties may accomplish their 
desired purpose of encouraging international trade, they should 
be predicated on the proposition that most taxpayers are 
honest. Furthermore, cognizance should be taken of the fact 
that tax administrations and courts are often prejudiced against 
the foreigner. Americans operating abroad may be subjected to 
levies which are arbitrary or inconsistent with the principles of 
our law, and may have to pay the tax or deposit an amount 
equal thereto before they can appeal to a court, with the result 
that a promise of assistance on the part of the United States 
might place it in the embarrassing position of rendering help 
in a case where assistance was absolutely unjustified. In view 
of the fact that there is no common law precedent for enforcing 
the tax judgments of foreign countries and that there exist 
strong precedents even as between the States of the Union 
against enforcing the tax claims of other jurisdictions, certainly 
the federal government should not by treaty commit our courts 
to do things that they in their wisdom would not otherwise do. 

Such commitments which place the American taxpayer in a 
disadvantageous position in a foreign country are very likely 
to discourage Americans from submitting themselves to foreign 
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jurisdictions. Thus the very purpose of double taxation treaties 
may be nullified. Emphasis must therefore be placed solely on 
the rapid conclusion of more agreements to prevent interna- 
tional double taxation. 

As regards mutual assistance, cognizance should be taken of 
the resolution proposed by an official of a foreign government 
with which the United States has a tax convention, adopted at 
The Hague Conference of the International Bar Association in 
August, 1948, which reads as follows: 

Considering that the main purpose of international assistance for the 
assessment and collection of taxes is to protect the fiscal administration 
against fraud and evasion of taxation; 

Considering that, on the other hand, anti-double taxation treaties are 
intended to protect the taxpayers against excessive and unreasonable assess- 
ments, and to promote international business and investments; 

Considering that the International Fiscal Association at its Congress at 
The Hague 1947 has recommended that in view of the urgency of con- 
cluding treaties for the purpose of avoiding the evil of double taxation — 
an evil of main importance which it considers an ever increasing obstacle 
for the development of international trade tvith, and recovery of, war- 
stricken countries — any secondary object of negotiations, such as mutual 
assistance in matters of collecting taxes, as a rule should be negotiated on 
its own merits; 

Considering, that requireinents in respect of international assistance for 
the assessment and collection of taxes, — if made conditional for the con- 
clusion of anti-double tax conventions — impede or delay the conclusion of 
these conventions and transfer negotiations from a sphere of reasonable and 
fair cooperation into one of sharp bargaining; 

Resolves that requirements in tax treaties for mutual assistance in the 
assessment and collection of taxes are in genei'al incompatible with the 
reasonable interests of the taxpayer and the broad purpose of eliminating 
trade baiTiers. 
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A MAJOR PROBLEM in the administration of public law, 
both at the purely administrative and at the judicial level, 
is the decision of controversies and the establishment of prin- 
ciples in areas not directly covered by applicable legislation. 
This problem of the interstitial legislative function of courts 
and administrative officers is particularly important in income 
tax administration because of the pervasive influence of the in- 
come tax on the business and even on the private lives of the 
majority of citizens. 

The Internal Revenue Code contains no direct reference 
to foreign currencies. The special problems of American tax- 
payers doing business or entering into casual transactions in- 
volving foreign currencies have been left wholly to adminis- 
trative and judicial determination and afford, therefore, a test 
of the adequacy of administrative and judicial law to fill a 
legislative gap. 

Purchases and Other Casual Transactions in Foreign 
Currencies 

The Treasury Department and Tax Court have worked out 
a generally clear and understandable doctrine to deal with the 
consequences of foreign exchange fluctuations in such simple 
situations as direct currency speculations and purchases of 
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goods with foreign currencies. For tax purposes in, the United 
States, foreign money is not money.i It is a commodity like 
other commodities, subject to the same principle as to valuation 
and realization of gain or loss on sale or exchange. In the hands 
of a dealer in foreign exchange, it is an inventory and may be 
included at the lower of cost or market in closing accounts at 
the end of the taxable year. In the hands of one not a dealer 
therein, it is not an inventory and cannot be revalued to the 
market at the year’s end.- In this case gain or loss is reflected on 
realization when the foreign currency is sold, i.e,, converted 
into U.S. currency, or exchanged, i.e., used to purchase some 
other asset. Gain or loss on an open account in a foreign cur- 
rency is realized on settled items, determined by applying net 
debits or credits for the year, at the year’s average rate, to the 
oldest items open at the start of the year. 

This doctrine tvas worked out through the decision, judicial 
or administrative, of specific problems. 

Thus O.D. 4.19 ^ stated that income for federal taxes must 
be expressed in United States money, the rate of exchange on 
the date of receipt governing. O.D. 489 ^ stated that a taxpayer 
purchasing goods in a foreign country and in a foreign cur- 
rency should enter their cost in United States money at the 
market rate of exchange prevailing on the date that the goods 
were actually paid for. O.D. 590 “ stated that a domestic cor- 
poration buying raw materials from its French stockholders 
should enter credits for purchases and debits for remittances 
at the rates prevailing on the dates of the transactions. At this 
year end the balance in the account should not be restated at 
the year end rate. Adiiistment should be made on closed items 
only. For example, if transactions for the year showed a net 
debit in francs against a credit balance at the start, this net 
debit and its dollar equivalent at the year’s average rate should 


1 O.D. 419, 2 C.B. Oo; O.D. 459, 2 C.B. 60.. 

2 O.D. 834, 4 C.B. 61. 

3 2 C.B. '60. 
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s 3 C.B. 25. 



INCOME TAX ADMINISTRATION 


412 

be applied against the oldest credits in the opening balance, 
at their franc value and historic dollar equivalent, and ex- 
change gain or loss realized to the extent that the net dollar 
debit for the year was less or more than the dollar equivalent 
of the franc credits thus satisfied. On this accounting* method 
goods purchased receive their dollar cost basis at the rate ruling 
on the dates of purchase, not at the rate ruling on their date of 
actual payment, but there is nothing to indicate that the Bureau 
of Internal Revenue observed any conflict between O.D. 590 
and O.D. 489. 

In the appeal of Bernuth Lembcke Company ^ Inc .^ « it ap- 
peared that the taxpayer had acquired 110,000 pounds sterling 
for the purpose of financing the purchasing of creosote oil in 
England. At the time the exchange was acquired, the pound 
sterling was worth I3. 861^4. By the time the taxpayer had pur- 
chased merchandise abroad to the extent of 110,000 pounds 
sterling, the price of the pound had dropped to I3.50, at which 
rate the price for the merchandise was paid. The Board of Tax 
Appeals held that the taxpayer was entitled to an exchange loss 
for the year in which the sterling was acquired and then paid 
out for merchandise, while the merchandise took as its basis its 
cost in pounds converted into dollars at the rate ruling on the 
date of purchase, which in this case happened also to be the 
rate at date of payment. 

The opposite situation was presented in Joyce-Koebel Com- 
pany.'^ In this case the taxpayer had purchased merchandise in 
England, the purchase price to be paid in pounds sterling. 
Payment for the merchandise so purchased was made in pounds 
sterling acquired in New York. Payments lagged substantially 
behind purchases. The taxpayer charged purchases and credited 
accounts payable in dollars at a so-called “normal” rate of ex- 
change for the pound, regardless of the prevailing rate on the 
date of purchase, whereas remittances were credited to cash 
and charged to accounts payable at the cost in dollars of the 


6(1935) 1 B.T.A. 1051. 
7 (1937) 6 B.T,A. 403. 
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exchange remitted, and the accounts were never reconciled. 
This procedure resulted in the accumulation of a substantial 
variation between the balances which appeared to be due on 
taxpayer’s books, in dollars, and the balances which were actu- 
ally due in pounds. This variation was eliminated in 1920 by 
adjusting the dollar invoice price for purchases to the actual 
rates prevailing on the dates of purchase, and by computing a 
gain in exchange arising from the difference between the dollar- 
poimd rates prevailing on the dates of invoice of goods and 
the rates prevailing on the dates of payment of the accounts. 
The Tax Court approved this adjustment, in principle, saying: 

To determine the proper method to be followed in computing income in 
such a situation as we have here, the transactions must be analyzed. The 
company jDurchases goods, the purchase price being payable in pounds 
sterling. It may pay for those goods at the time of purchase by buying 
sterling at the then prevailing rate, or it may choose to establish a credit and 
pay the account later. In any event, the cost of the goods must be arrived 
at by reducing sterling to dollars at the rate of exchange prevailing on the 
date of purchase. Appeal of Bernuth Lemhcke Co., 1 B.T.A. 1051. 

If the company, instead of making payment at that time, makes the pur- 
chase on credit, it is investing or speculating in foreign exchange. It may 
derive a profit or sustain a loss on the exchange operation, but the cost of 
the goods to it is not affected by such profit or loss. We therefore conclude 
that the proper method of accounting is to include purchases in the ac- 
counts at the rate of exchange prevailing at the date of purchase and to 
account for any profit or loss in the payment therefor as a separate trans- 
action. 

The somewhat haphazard manner in which administrative 
and judicial law develops is illustrated by these cases. In the 
Bernuth Lemhcke case, the Commissioner took a position in 
1925 inconsistent both with O.D. 489, holding that goods pur- 
chased in foreign currency take as their dollar cost the equiva- 
lent of their foreign currency cost on the date of actual pay- 
ment, and with O.D. 590, holding that such goods take as their 
dollar cost the equivalent of their foreign currency cost on the 
date of purchase. The position of the taxpayer, which appears 
consistent with O.D. 489 and O.D. 590, was sustained by the 
Court. Under the circumstances of the case, the taxpayer’s posi- 



414 INCOME TAX ADMINISTRATION 

tion had resulted in the immediate realization of a deductible 
loss. 

In the Joyce-Koebel Company case, the Board of Tax Ap- 
peals held that the cost basis of goods purchased in a foreign 
country was determined by the exchange rate in force on the 
date of purchase, which in that case preceded the date of pay- 
ment. This decision is inconsistent with O.D. 489 and follows 
O.D. 590, It was not required by the result in the Bernuth 
Lembcke Company case, although, perhaps, more consistent 
with the dicta in that case than the rule of O.D. 489 would 
have been. The taxpayer’s accounting in the Joyce-Koebel 
Company case had been so obviously erroneous and confused 
that no effective point could be made on the basis of the tax- 
payer’s business practice or normal expectations. 

The Commissioner acquiesced in the decisions of both of 
these cases. O.D. 489 has been modified in effect and a clear 
line has now been drawn, consistent with the dogma that 
foreign currency is a commodity like any other commodity, so 
that taxable gain or loss must be realized on its exchange for 
other property. 

It is still permissible to ask whether these rules make sense 
from the point of view of the businessman. Let us suppose that 
an American importer has a contract to acquire commodities 
in a foreign country at a future date at a fixed price in foreign 
currency. Under such circumstances the businessman may buy 
foreign exchange in advance of the date on which he is to use 
it in order to fix his cost in terms of dollars. If the dollar value 
of the foreign money should fall before the foreign merchandise 
is acquired, nothing could be farther from this businessman’s 
normal expectation than to be told that he had realized an 
immediate gain through speculation on exchange, while the 
basis for the merchandise purchased was reduced below the 
dollar cost of the valuta used in its purchase. The businessman 
had not intended to speculate; he had intended to avoid specu- 
lation. Anyone who has difficulty in accepting this approach 
should talk to businessmen who are not lawyers nor tax ac- 
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countants, but who are accustomed to foreign exchange trans- 
actions. Give them the case of the American, importer who buys 
foreign exchange in advance for the purpose of purchasing 
foreign merchandise and uses the foreign exchange for this 
purpose, and the case of the American importer \vho buys 
foreign merchandise and thereafter pays for it, acquiring the 
necessary foreign exchange on the date of payment. Ask 
whetiier gain or loss should be recognized on the date of pur- 
chase or whether the actual dollar cost should be carried 
through and gain or loss recognized only when the merchandise 
is sold. Such inquiries Tvill show that the official Treasury and 
Board of Tax Appeals position does not make sense to most 
businessmen. 

The tveakness of the official view that foreign currencies are 
merely commodities, like other commodities, may explain the 
curious result of the Coverdale ^ case, which presented on spe- 
cial and unusual facts the tax consequences of borrowing and 
repaying foreign currency. The Tax Court in that case refused 
to separate a loss on the purchase and sale of securities from a 
gain on borrotving and repaying the Canadian dollars with 
which the securities tvere purchased, the Commissioner having 
contended that the currency profit was taxable and could not 
be offset against the security loss. The result of this case is de- 
fensible if the Canadian money is treated not as a commodity 
but as money, and the currency transaction regarded as a step 
in the purchase of the securities, so that the eventual United 
States dollar cost of the Canadian dollars becomes the cost 
of the securities and the currency profit disappears. 

I believe that this analysis is the only one which can justify 
the result of the Coverdale case. It is inconsistent with the con- 
ceptual line marked out by the Joyce-Koebel Company and 
Bernuth Lemhcke Company cases, and the various Office De- 
cisions of the Treasury Department. It may accord much more 
closely, however, with the common understanding of busiiiess- 

8 TF»k H. Coverdale (1945) 4 T.C.M. 713 (C.C.H.). 
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men, and, hence, in the most important sense, with the actual 

facts of these transactions. 

Summarizing the argument to this point, we find that ad- 
ministrative rulings went through several years of confusion, 
eventually clarified when two Tax Court decisions established a 
fairly simple and understandable approach to certain foreign 
currency transactions, treating foreign currency like any other 
commodity, and requiring realization of gain or loss on its “ex- 
change” — which is to say, on its use to purchase property. It 
is highly questionable that this approach reflects the actual 
business sense of the transactions affected or the understanding 
of businessmen. On the contrary, it is more probable that in 
both the litigated situations — the purchase of foreign goods 
with exchange obtained in advance for this purpose, and the 
purchase of foreign goods with exchange subsequently ob- 
tained after the use of the purchaser’s credit — the businessman 
accustomed to such dealings would assume that his cost of 
goods purchased was the dollar cost of the valuta used, no ex- 
change gain or loss being involved, and that eventual gain or 
loss should be determined by the difference between the dollar 
realization on the sale of the goods and their actual dollar cost. 
In the Cover dale case, where the conceptual approach would 
have resulted in a gain in exchange which — ^according to the 
Treasury contention in that case — could not have been offset 
against a loss on the actual business transaction, the Tax Court 
refused to follow its own conceptual line. 

It may be interesting to consider the possible consequences 
if the Court had been compelled to decide whether a sup- 
posedly separate transaction in foreign exchange resulted in 
capital or ordinary gain or loss. In the Coverdale case, classi- 
fication of the exchange gain involved in the borrowing and 
repayment of Canadian dollars as capital gain would have 
resulted in judgment for the taxpayer. If the gain were so re- 
garded it would have fallen in the same year as the realization 
of the major part of the capital loss on the Seaboard Airline 
stock. It became necessary to consider whether or not there was 
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any distinct gain on the exchange transaction only because the 
Commissioner contended that this gain was an ordinary gain, 
thus attempting to tax the exchange gain, while the related 
securities loss was not deductible because of the limitation on 
capital losses. It is this unfair result which the Tax Court 
squirmed to avoid. 

Subsequently, the Commissioner has ruled that a gain on a 
foreign exchange transaction realized by a taxpayer, not a 
dealer in foreign exchange, is a capital gain. This ruling, if 
earlier issued and if adhered to, would have obviated the prob- 
lem of the Cover dale case. But consider the difficulties to which 
this rilling might lead in other cases. Suppose that Bernuth 
Lembcke Company case came up today. In that case the tax- 
payer, having purchased pounds sterling in advance to finance 
the purchase of merchandise in England, bought the merchan- 
dise and paid for it at a later date when the pound had de- 
preciated in value as against the U.S. dollar. Taxpayer was 
permitted to take a loss on the exchange transaction, and the 
cost basis for the merchandise was reduced belmv the dollar cost 
of the pounds with which the merchandise was purchased. If 
the taxpayer’s capital loss on the foreign exchange transaction 
had been nondeductible, the result in the Bernuth Lembcke 
case would have been highly unsatisfactory. When the taxpayer 
realized ordinary gain in the following year on the sale of the 
merchandise acquired in England, taxation of the portion of 
this gain rej^resenting the offset to the nondeductible capital 
loss would be no more defensible than the tax which the Court 
refused to enforce against Mr. Coverdale on his transaction in 
Canadian dollars. The Tax Court, unless it felt itself bound by 
its owai prior decisions, would probably endeavor to avoid such 
a result. 

On the other hand, another transaction might show a tax- 
able profit on the currency transaction, governed by long-term 
capital gain limitations, while the merchandise transaction 
might show a fully deductible ordinary business loss. This re- 
sult w'ould hardly suit the book of the Bureau of Internal 
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Revenue. In England and in Australia, where capital gains not 
in the taxpayer’s trade or business are generally not taxable, 
and where such capital losses are generally not deductible, the 
courts have had no difficulty in Ending that the currency trans- 
actions incidental to the purchase of trading stocks abroad are 
an integral part of the business operation. 

The difficulties which have arisen and which are likely to 
arise in the future under the present official American view 
could largely be obviated by giving legal recognition to the 
business fact that foreign currencies used by traders or in- 
vestors, for the purpose of buying foreign assets, serve the 
function of money and not of a non-monetary commodity, and 
should be treated accordingly. It is only to dealers and to specu- 
lators in foreign exchange that foreign currencies are a com- 
modity. 


Foreign Branch Accounting 

The taxpayer actually engaged in business within a foreign 
country through a permanent establishment occupies a position 
which, as a practical matter at least, is quite distinct from that 
either of the dealer or speculator in foreign currencies or of the 
importer who acquires goods in the foreign country to supply 
a business actively conducted in the United States. The officials 
of the Bureau of Internal Revenue appear to have recognized 
this difference at a fairly early date. Thus, in 1920 the Bureau 
ruled that a domestic corporation actually engaged in business 
ill a foreign country should appraise or revalue its assets and 
liabilities — other than capital assets — in dollars at the prevail- 
ing rate of exchange at the end of each taxable year.^^ The posi- 
tion of the taxpayer actively engaged in business in the foreign 
country is thus recognized as being distinct from that of the 
taxpayer who makes purchases in the foreign country or en- 
gages in casual transactions. Taxpayers not engaged in a branch 
business in a foreign country, except dealers in foreign ex- 
change, may not realize gain or loss on foreign currency on the 


9 O.D. 4S9, 2 C.B. 60. 
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basis of a year end inventory, but must wait until its disposi- 
tion. 

The special position of the taxpayer operating the foreign 
branch, although apprehended by Bureau officials, was not 
thoroughly analyzed. In the same volume of the Internal 
Revenue Bulletins, and on the page following the Office De- 
cision requiring the taxpayer with the foreign branch to re- 
appraise foreign currency assets at the year end, appears a 
ruling as follmvs: 

A doniestic corporation has a branch office in London which keeps a 
separate set of books in English currency and renders a report at the end 
of the year as to the profits. During the year, whenever the branch office has 
on hand more money than is needed for regular expenses, a remittance is 
made to the home office. 

HELD, that the net profits of the London branch for the year should be 
computed in English currency. From the total profits for the year should be 
subtracted the total amount remitted to the home office during the year, all 
expressed in English currency. To determine the equivalent of the profits 
in terms of United States money, the amounts remitted should be con- 
verted into United States money at the rate of exchange in effect at the date 
such remittances were made. The balance of the net profits, expressed in 
English currency, should be converted into United States money at the rate 
of exchange as of the end of the taxable year, regardless of the fact that the 
profits may not have been remitted to the home office. 

Inconsistencies between these two rulings, apparently not 
originally observed by the Chief Counsel’s Office, were resolved 
by litigation in the case of Frederick Victor & Ac he Us v. The 
Salt’s Textile Mamifacturing Company. This was a proceed- 
ing brought by the receiver in a pending equity suit for ad- 
judication of an income tax claim asserted by the United States. 
The French branch of Salt’s Textile Manufacturing Company 
during 1919 earned a profit in French francs. It would appear 
that accounting in accordance with O.D. 550, quoted next 
above, would show some profit in dollars, representing the 
profit remittances for the year, if any, in the U.S. dollar amount 
actually received, plus any balance of the French franc profit 

Id O.D. 550, 2 C.B. 61. 

11 (D.C. Conn., 1928) 26 F, (2d) 249; 1 U.S.T.C. 1661. 
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not shown as remitted on the foreign currency accounts, con- 
verted into dollars at the rate ruling at the year end. It would 
be possible to show a loss in dollars against a gain in francs 
under this accounting procedure only if remittances from the 
United States to France during the year exceeded remittances 
from France to the United States, if this excess were regarded 
as a negative remittance of profits, and if such negative remit- 
tance of profits, expressed in dollars, should exceed the total 
profits of the French branch converted to dollars at the year 
end rate. The Court indulged in no such farfetched accounting 
manipulations, but rather followed the simpler procedure of 
computing the profits in dollars after converting all of the 
current assets and liabilities, and not merely the foreign cur- 
rency profit, into U.S. dollars at the year end closing rate. 
The Bureau has since accepted this method of computation, 
which is in accord with O.D. 489. 

Despite initial confusion in the administrative rulings, a rule 
for branch foreign currency accounting was thus established by 
judicial decision and subsequently accepted by administrative 
action, which rule is in accord with ordinary commercial prac- 
tice, and it is largely satisfactory. 

One situation under which the rule of the Salts Textile 
Manufacturing Company case might prove unsatisfactory is 
potentially quite important. It was held in that case that no 
foreign tax credit could be taken for excess profit taxes paid to 
France in the year in which the company showed a dollar loss 
arising from its French business. This conclusion, disputable 
under the Revenue Act of 1918, would be unquestionable 
under the present tax credit limitations of I.R.C., Section 131. 
The accounting rule of the Salts Textile Manufacturing Com- 
pany case may therefore result in foreign currency profits in 
years of U.S. dollar loss, with foreign income taxes paid and 
available, but not allowable for foreign tax credit, while other 
years might show dollar profits and foreign, currency losses, with 
income taxes payable in the United States and no foreign tax 
credit available. This difficulty is one for which the adminis- 
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trative and judicial practice can hardly be blamed. It appears 
to be inherent in the provisions and limitations of the foreign 
tax credit section of our Internal Revenue Code, as applied to 
foreign branch operations. It might be cured by legislative 
action providing for a carry-forward of unused foreign tax 
credit, or by more drastic changes in United States taxation of 
foreign branches which would treat foreign permanent estab- 
lishments essentially as though they were foreign corporations. 

Blocked Foreign Income 

The rules applicable to foreign currency income, while sub- 
ject to criticism, are at least fairly well settled in their applica- 
tion to situations in which the foreign currencies involved are 
reraittable, so that actual rates for conversion and exchange 
are determinable at the various relevant dates. In recent years 
American foreign traders have seldom faced this happy situa- 
tion. Blocked and nonconvertible foreign currencies are the 
rule today, and present new problems. Here, again, there is no 
legislative guidance, and here neither administrative nor ju- 
dicial lines of authority are clearly established. 

The first important case dealing with blocked foreign cur- 
rencies was International Mortgage ir Investment Corporation 
V. Commissioner The petitioner in this case was a Maryland 
corporation formed to deal in German securities. The dollar 
capital of this company was imported into Germany and used 
to purchase German mark mortgages on German property dur- 
ing the years 1926 to 1930. On July 13, 1931, the German banks 
were all closed, and before they reopened, on August 1, 1931, 
the German "Devisen Ordnung” prohibited the transfer out of 
Germany of marks received on repayment of capital sums 
without permission of the German Foreign Office. Between this 
date and December 31, 1931, taxpayer collected considerable 
sums in German marks on the repayment of its mortgage invest- 
ments, at a profit of 545,393.52 German marks. Taxpayer’s 
agents in Germany were unable to pay taxpayer any of the 
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proceeds of mortgages collected subsequent to the “Devisen 
Ordnuiig.” The money was apparently entirely blocked until 
December 30, 1931, on which date a regulation permitted the 
owner of blocked marks to reinvest in Germany on a long-term 
basis with the written consent of the Foreign Exchange Office, 
provided that these reinvestments would be turned into a 
blocked account. The Board of Tax Appeals held that as to 
funds received prior to July 13, 1931, the excess of payments 
received over the cost of the obligation satisfied, converted from 
dollars to marks at the then ruling rate of exchange, were tax- 
able in the United States, whether or not in fact remitted. The 
taxpayer was not required to recognize any profits earned after 
July 13. As to these blocked profits, the Board said in part: 

Measured in marks, the petitioner had income from its business in 
Germany, but income for our Federal income tax purposes is measured 
only in terms of dollars. James A. Wheatley, 8 B.T.A. 124.6; North American 
Mortgage Co,, 18 B.T.A. 418; Frederick Victor & Acheiis v. Salt’s Textile 
Manufacturing Co., 26 Fed. (2d) 249; Nexv York Life Insurance Co., 24 
B.T.A. 1217; aff’d., 65 Fed. (2d) 345: certiorari denied, 290 U.S. 682. The 
excess of amount realized over cost of the mortgages during that period was 
not measurable in terms of dollars. None of the marks received by the peti- 
tioner’s agents representing repayment of mortgage principal could be 
removed from Germany either physically or by way of credit during the 
remainder of the taxable year. The dollar equivalent of those marks could 
not be obtained. The petitioner did not have unrestricted use and enjoy- 
ment of the marks. It had a claim against its agents for the amount of the 
marks but it could not remove the credit or the marks from Germany. It 
could not use the marks to retire its bonds as it desired to do. Just at the end 
of the year there was a regulation passed which permittecl reinvestment 
under certain circumstances. But proceeds of such reinvestment would like- 
wise be blocked and the regulation in no way benefited the petitioner 
during 1931. The petitioner had no way of obtaining these funds during 
1931. It tried to have the funds released, but was unable to have any of them 
released until a number of years later. Thus it appears that these particular 
marks during 1931 were subject to a very serious restriction and were in no 
sense the equivalent of free marks. It was, therefore, improper to compute a 
gain to the petitioner from the repayment of the mortgages by translating 
the excess marks received into dollars at the rate of exchange applicable to 
free marks. The petitioner had no gain during 1931 from the receipt of the 
blocked marks. 

The Commissioner acquiesced in this decision. 
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The International Mortgage & Investment Corporation case 
is still the leading authority on foreign currency blocked in- 
coiiied^'* 

Credit & Investment Corporation v. Commissioner de- 
cided in 1942, again involved blocked marks received by an 
American taxpayer in payment of securities purchased in Ger- 
many. It appeared in this case that in 1936 there was a market 
for blocked marks in New York, although at a rate substantially 
less than the official rate of exchange. The Board held that the 
taxpayer realized a sum equal to the amount of foreign cur- 
rency received on the sale of German securities in 1936, con- 
verted into dollars at the free rate determined by the market 
in New York. This sum, reinvested in Germany, then repre- 
sented the cost of other German securities sold in 1937. While 
it is not entirely clear that the taxpayer’s marks could in fact 
have been converted into dollars in, 1936, the burden of proof 
was on the taxpayer, taxpayer failed to meet it, and the Board 
rightly held that taxable income was realized, measured by the 
free market rate of exchange. 

Before the Credit & Investment Corporation case was de- 
cided, the B.T.A. decision had been handed down in the case 
of Phanor J. Eder, Violet L. Eder, and James P. Ederp^ the! 
first step in litigation which has cast doubt upon the rule which 
the International Mortgage and Credit 6' Investment Corpora- 
tion cases seem to make clear. Phanor J. Eder was a lawyer 
practising in New York and specializing in Latin-American 
law. He spent the majority of his time in New York, but a 
substantial part of it in Colombia. With his wife, Violet, and 
his son, James, he was the owner of a Colombian holding com- 
pany, which was a foreign holding company within the mean- 
ing of Supplement P of the Internal Revenue Code. This 
Colombian company earned substantial income in Colombian 
pesos, about two-thirds of which was not declared in dividends 


13 We hope! 

■^■‘(1942) 47 B-T.A. 673. 
15(1942) 47 B.T.A. 235. 
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in 1938, the year under review. If additional dividends had 
been declared, the proceeds could not have been remitted. 
Petitioners contended in part that the tax on undistributed in- 
come of foreign personal holding companies was imposed on 
the theory of constructive receipt, and that since the petitioners 
could not have transferred any dividends which might have 
been declared from the Republic of Colombia to the United 
States in 1938, there could be no constructive receipt, and hence 
no justification for application of the tax. After discussing the 
history and purposes of the foreign personal holding company 
act in some detail, the Board of Tax Appeals sustained the 
Commissioner, saying: 

International Mortgage ir hivestment Corporation, 36 B.T.A. 187, involv- 
ing the taxability to a United States taxpayer of his “blocked” German marks 
in Germany, North American Oil Consolidated v. Burnet, 286 U.S. 417, and 
other cases upon which petitioners rely, are not in point. They were all de- 
cided squarely under the doctrine of “constructive receipt” and are not 
premised upon any specific legislation, as are the present deficiencies. 

Petitioners appealed this decision to the Circuit Court of 
Appeals for the Second Circuit, where the decision of the Board 
of Tax Appeals was modified.^^^ The C.C.A. affirmed the Board 
in holding that the undistributed Supplement P of the Colom- 
bian company was taxable to the shareholders, but remanded 
the case to the Board to permit taxpayers to introduce evidence 
as to the fair value of blocked Colombian pesos. The opinion 
of Circuit Court Judge Frank quite characteristically covered 
considerable ground and is susceptible of various interpreta- 
tions. Judge Frank said in part: 

The evidence does not make it clear whether or not owners of “blocked” 
pesos could have sold them for dollars to citizens of this country wishing to 
invest or spend the pesos in Colombia. But even if we assume that such a 
transaction was not lawfully possible under the laws of Colombia, or that 
there would have been an obligation to return to Colombia the dollars thus 
received, still there can be no denying that the taxpayers could have in- 
vested, or spent, the “blocked” pesos in Colombia and, as a result, could 
there have received economic satisfaction. The taxpayer, Phanor J. Eder, 


16 {C.C.A.-2, 1943) 138 F. (2d) 27. 
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must actually have needed to expend some pesos in Colombia during a por- 
tion of the taxable year. 

Judge Frank also relied on the specific purpose of the foreign 
personal holding company act, saying: 

That the result under the statute here before us may be harsh is no answer 
to the government’s position; the purpose of Congress was to deal harshly 
with “incorporated pocketbooks,” and the motive of a particular taxpayer 
who has such a “pocketbook” we have held to be irrelevant. 

This leaves in the air the question whether the controlling 
factor in the case was Mr. Eder’s economic satisfaction at being 
able to spend these pesos in Colombia or the harsh purpose 
of Congress in enacting the particular provision of the Code 
on which the Board of Tax Appeals was clearly relying. Inci- 
dentally, it does not appear that Mrs. Eder ever went to 
Colombia or that she derived any satisfaction from Mr. Eder’s 
ability to go to Colombia and spend pesos. 

On remandment, the Tax Court found the value of blocked 
pesos at one-half the value of free pesos, and entered decision 
accordingly in conformity with the judgment of the Appellate 
Court. Less than one month later, in United Artists of Japan v. 
Commissioner/'^ the Tax Court directly followed its decision 
in International Mortgage & Investment Corporation^ distin- 
guishing Credit ir Investment Comp oration on the ground that 
the evidence in the United Artists case established that the 
blocked yen could not have been made available through a 
free market in the United States, and distinguished the Eder 
case as follows: 

In that case, the taxpayer urged the applicability of the International 
Mortgage ir Investment Corporation case, but this Court held that that case 
was not in point as it was not premised upon any specific legislation as was 
the deficiency in the Eder case, to wit, section 337(b) of the Revenue Act of 
1938. As this Court pointed out in the Eder case at page 340 of its opinion, 
Congress, in enacting section 337 of the Revenue Act of 1938 and Supple- 
ment P in which that section is included, did not make the legal transfer to 
the United States of the distributed earnings of a foreign personal holding 


LT (1943) 3 T.C.M. 574 (C.C.H.). 
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company a condition precedent to the levying of the tax. Distribution was 
assumed by the statute and this Court went on to state that “Assumed distri- 
bution even when actual distribution was legally impossible, has been held 
to properly support other income taxes.” We have no such statute or as- 
sumed distribution in this case and the principle does not here apply. 

Edmund Weil, Inc. v. Commissioner,^^ on appeal from a 
decision of die Tax Court not officially reported, involved a 
tax asserted on a capital gain resulting when the taxpayer dis- 
solved a Brazilian subsidiary and loaned the proceeds to a new 
partnership to be formed in Brazil by the individuals who had 
previously been the minority shareholders in the Brazilian 
company. Taxpayer defended, in part, on the ground that the 
proceeds in liquidation were blocked in Brazil. The Court held 
for the Commissioner on the ground that the taxpayer had 
failed to prove his contention that the proceeds were blocked, 
but added the following dictum: 

The taxpayer objects to the decision of the Tax Court principally on the 
ground that there was no taxable capital gain since it “could not export the 
gain to the United States.” Even if this were so, the taxpayer could not suc- 
ceed and we ought to do no more than remand so that evidence might be 
presented to show some other basis for measuring an evident gain than 
current rates of exchange — just as we did in Eder v. Commissioner, 138 Fed. 
(ad) 27 (43-2 USTC Par. 9519). 

The last decision in this field, to date, is that of the Tax 
Court in Max Freudmann, et Max Freudmann and his 
brother lienri were partners in the diamond business. They 
escaped from Europe to America and set up businesses again 
in Canada and later in New York. One issue involved the taxa- 
bility of profits earned by the partnership in Canada, after the 
partners had established their residence in the United States. 
It appears that the partners sought permission to transfer the 
profits of their Canadian partnership to the United States, but 
that this permission was denied as to the calendar years 1940 
and 1941 involved in the Tax Court proceeding. The taxpayers 
contended that they were not taxable on this Canadian part- 


is (C.C.A.-2, 1943) 150 F. (2cl) 950. 
19 (1948) 10 T.C. 775, No. 105. 
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nersliip income under Section 42 of the Internal Revenue Code 
and under the Treasury Regulations thereunder relating to 
constructive receipt. The Commissioner contended that they 
were taxable by reason of Section 182, providing; 

In computing the net income of each partner, he shall include, whether 
or not distribution is made to him. . . . 

(c) his distributive share of the ordinary net income or the ordinary net 
loss of the partnership, .... 

The Tax Court considered the two sections of the Code and 
stated that of the two Section 182 had more specific application 
to the case at bar. The Tax Court then reviewed the decision 
in the International Mortgage & Investment Corporation case 
with apparent approval, but held that the Freudmann case was 
distinguishable on the same theory as the Phanor ]. Eder case. 
The Court said: 

In the instant proceedings petitioners offered no proof as to what the laws 
of Canada were relative to the transmission of funds from that country to 
the United States. At the time Henri arranged with Canada to bring the 
$90,725.75 representing either the cost or value of the diamonds petitioners 
had shipped from Antwerp to Canada in 1939, he was told that petitioners 
would not be permitted to bring any further funds from Canada to the 
United States during the war. As to the nature of these restrictions we were 
left uninformed, but we will assume they were effective to prevent the trans- 
mission of any of these funds to the United States. However, there is no 
evidence to show that petitioners did not at all times have free use of the 
income in question in the conduct of their partnership business in Canada. 

It is our opinion, and we hold, that under the plain provisions of section 
182(c) I.R.C. and upon the authority of the Eder and Weis^'^ cases, supra, 
that petitioners are taxable for the calendar years 1940 and 1941 on the 
respective amounts of income from the Canadian partnership mentioned 
in the parts of the stipulations of facts set out in our findings. Cf. Heiner v. 
Mellon, 304 U.S. 271 (38-2 USTC Par. 9311). 

Such is the state of the record today. The taxability of 
blocked currency income now rests upon whatever inferences 
can be drawn from these six judicial decisions, entirely unaided 
by any regulation or published ruling of the Bureau of Internal 
Revenue. The International Mortgage and Credit ir Invest- 


Weii in the oliicial I’eport but Weil apparently intended. 
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merit cases appear to lay down a simple and satisfactory rule to 
the effect that foreign currency income, which can in no way 
be converted into U.S. dollars, does not give rise to taxable 
income in the United States, whereas foreign currency income 
which can in any way be converted into United States currency 
gives rise to taxable income in the United States measured by 
the realistic rate at which the income can be converted. The 
rule so formulated would appear to be subject to only one 
question — whether black markets, which is to say, illegal chan- 
nels for conversion of foreign funds, must be taken into account 
in determining the convertibility of unconverted foreign cur- 
rency. If squarely faced by this question, it is difficult to see 
how our Treasury could fail to hold that illegal channels for 
conversion are irrelevant, except that income actually con- 
verted into U. S. currency is taxable to the taxpayer without 
inquiry as to the legality of the means employed. Only this 
decision would be consistent with the general approach of our 
Treasury to income resulting from illegal activities. 

There is controversy as to the extent to which the Eder and 
Freudmann cases have undermined this rule. The Tax Court 
apparently regards its decision in the Eder case as resulting 
solely from the special requirements of Supplement P. Mr. 
Sidney Roberts, however, in a recent article 21 has pointed out 
the logical weakness of this position with considerable force. 
Supplement P is applicable only to that portion of the income 
of a personal holding company which is not declared as divi- 
dends. If the holding of the Eder case should be regarded as 
applicable only to Supplement P net income of the company, 
while apart from Supplement P the International Mortgage 
case would have been controlling, we would arrive at the aston- 
ishing result that the Eders were taxable on the undistributed 
earnings of the Colombia company, but not taxable on the 
dividends declared, and that all liability for tax on the earn- 
ings of the Colombia company could have been obviated by 

21 “Taxability of Income Received in Blocked Currency,” Journal of Ac- 
conniattcy, (September, 1948). 
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declaring all of these earnings in dividends, which dividends, 
being blocked, would have been governed by the general rule 
of the International Mortgage case and, hence, would not have 
resulted in liability for tax. Mr. Roberts suggests that the con- 
trolling factor in the case was Eder’s ability to use Colombian 
pesos in Colombia, coupled with the fact that he must have 
some actual requirement for Colombian pesos for his own 
expenses, in that he spent part of his time in Colombia. This 
line of approach is not particularly helpful. In the first place, 
the Court did not distinguish among the three Eders, and there 
is no indication that Mrs. Eder or her son had any occasion 
to go to Colombia or any personal use for Colombian pesos. 
To the extent that Mr. Eder had use for Colombian pesos, it 
seems probable, in view of the fact that his residence and 
principal place of business were in the United States, that his 
peso requirements were for deductible business expense. If 
this is true, a satisfactory result could be reached on this aspect 
of the case by holding that otherwise deductible expenses pay- 
able in Colombian pesos are not deductible for United States 
tax purposes as along as they are offset by blocked peso income. 

Looking at the question more largely, the narrow ground 
suggested by Mr. Roberts would seem entirely inapplicable to 
the blocked income of an incorporated business. Corporations 
are not supposed to derive satisfaction through the squander- 
ing of foreign currencies. Any money which a corporation 
spends should be business expense, and the only satisfaction 
which a business corporation is entitled to recognize is the 
satisfaction experienced by its shareholders due to an increase 
in corporate wealth or a distribution of corporate earnings. To 
the extent that there is any validity in taxation based on eco- 
nomic satisfaction arising from entirely nonconvertible foreign 
currencies, it should be confined to taxpayers resident in the 
foreign country or sojourning there for nonbusiness purposes. 

The Freudmann case, again, appears to be based primarily 
on the theory that a specific provision in the statute, in this 
case the section relating to the taxation of undistributed part- 
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nership income, overrides the general provisions applicable to 
realization and constructive receipt. However, the Tax Court 
was a little less clear in this case and its reference to the deci- 
sions of the Circuit Court of Appeals in the Eder and Weil 
cases, together with the reference to Heiner v. Mellon, may 
suggest that some broader principle was also involved. 

In fact, the entire discussion of general versus specific pro- 
visions in the Revenue Code seems quite wide of the mark. 
The rule of the International Mortgage Corporation case does 
not rest directly on any provision of the Code, general or 
specific. It rests rather on a much more basic underlying con- 
ception that “income for our Federal income tax purposes is 
measured only in terms of dollars” and no gains represent tax- 
able income unless they are measurable in the money of the 
United States. Foreign currencies which cannot in any manner 
be reduced to United States money are not so measurable. The 
possibility that they might be expended for assets in foreign 
countries, which assets in turn would have no market save in 
nonconvertible foreign currencies, is quite irrelevant. It is 
possible, as in the Eder case, to figure out how much rice you 
can buy in Colombia with a peso and how much rice you can 
buy in New York with a dollar, and in this manner to deter- 
mine a theoretical cross rate. You do not, in fact, determine 
anything about the value of Colombian pesos in this manner, 
excepting, perhaps, from the point of view of some individual 
who wants to eat rice in Colombia. For the American business- 
man and even more clearly for the American corporation, 
interested in U.S. dollar income, such a comparison is mean- 
ingless. It is meaningless because to one who is trading in rice 
and not eating it, blocked Colombian rice is no more like free 
American rice than blocked Colombian money is like free 
American money. The question still is whether, directly or 
indirectly, the Colombian asset can be reduced to American 
money. 

As for the discussion of constructive receipt in the Eder 
and Freudmann cases, this issue is strictly a red herring. Con- 
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structive receipt was first discussed by Eder, as petitioner, who 
advanced the theory that taxation under Supplement P was 
based upon constructive receipt. This argument is no more 
than a figure of speech. In holding for the Commissioner, the 
B.T.A. stated that taxation under Supplement P rests upon 
the specific requirement of the statute, which is true, and then 
added that the International Mortgage case was “decided 
squarely under the doctrine of ‘constructive receipt,’ ” which 
is unqualifiedly false. The doctrine of constructive receipt 
deals ivith facts which justify waiving the requirement of actual 
receipt of income available to “cash basis” taxpayers. It had no 
application whatsoever to the case of International Mortgage 
if Investment Corp oration ^ a taxpayer on the accrual basis. 

In Max Freudrnann, et al, the Court spent several paragraphs 
rebutting an argument for petitioners relying on the construc- 
tive receipt regulations under I.R.C. Section 42. The Court 
held that Section 182, dealing with computation of the net in- 
come of partners, was more specific in its application to the 
case at bar, and therefore took precedence. But the Court, 
adding that it made no difference in the case at bar whether 
taxpayers were on a cash or an accrual method of accounting, 
in effect indicated that the discussion of constructive receipt 

was irrelevant.22 

The International Mortgage case rests upon a principle far 
more fundamental than I.R.C. Section 42, or I.R.C. Section 
182, or any other section dealing with accounting method and 
timing of accrual or receipt. This principle is a gloss on I.R.C. 
Section 22(a) that income is not to be included in the measure 
of taxation in this country unless its value is measurable in the 
currency of this country. It has been held in the past that the 


--'The manner in which this case was argued may be explained by the obser- 
vation of Mr. Sidney Gelfand, writing on the Freudmann case in the November, 
1948, issue of: Taxes, at p. 1017: "In view of the lower surtax rates in effect and 
the lower surtax brackets to which the taxpayers were subject in the earlier 
years, as well as the forgiveness feature for 1942, the finding of the Court was 
well received by the taxpayers." 

Apparently the Treasury won a Pyrrhic victory on this issue, but in such 
devious and whimsical fashion precedents are established and case law develops. 
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receipt of assets situated in the United States, for which there 
is no market in United States currency, does not give rise to 
taxable income. This should be no less true of assets situated 
in a foreign country for which there is no market in United 
States dollars. 

We are forced to this conclusion: that there is at present no 
clear judicial ruling as to the taxability of blocked foreign 
currency income. This situation is exactly the one which should 
be anticipated when the attempt is made to fill in a large gap 
in statutory law by decision of particular cases, where the 
officials representing the government, no less than the tax- 
payers, are concerned primarily with the immediate pecuniary 
result of each particular case, and secondly, if at all, with the 
establishment of rules of general application which will pro- 
duce sound results not only in the case under consideration but 
in other cases which reasonable ingenuity and knowledge of 
business problems should enable them to anticipate. As a 
result, American businessmen who are attempting to carry on 
our foreign trade in many troubled areas of the world must 
invest their capital and their efforts and take all risks, without 
even the assurance that our government will forbear from 
the current collection of U.S. dollar taxes on foreign currency 
paper profits which today cannot be remitted and tomorrow 
may well be lost. 

The solution of this problem will not be found in efforts, 
however ingenious, to reconcile the Eder and Freudmann cases 
with other and sounder authority. The task of the advocate 
may require such specious reconciliation, but the scholar, legis- 
lator, or administrator should recognize that the decisions are 
in conflict. The Internal Revenue Service would do well to 
eschew opportunism and recognize the authority of Interna- 
tional Mortgage & Investment Corporation in all cases in which 
United States residents or corporations receive funds or assets 
abroad which can in no way be converted into United States 
dollars. 


23 See Magill, Taxable Income (rev. ed.) at pp. 125-27, 228-32. 
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Conclusion 

Three aspects of United States income taxation, as affected 
by foreign currency operations, are discussed in this paper. 

In the first, the case of purchases and other casual transactions 
ill foreign currency by taxpayers not in business through 
foreign branches, a fairly clear line has been worked out by 
judicial and administrative decision, but it is highly doubtful 
that this line satisfactorily meets the business problems pre- 
sented. In the second, the case of foreign branch accounting, 
a definite and reasonably satisfactory line is indicated, and 
further improvement would probably require legislation. In 
the third, the matter of blocked profits, the course of litiga- 
tion, with the Commissioner and the taxpayer each diligently 
striving to protect his interest in each litigated case, has resulted 
in total ambiguity and mystification on a subject of vital im- 
portance to a substantial segment of American business. It is 
easier to point out flaws than it is to suggest cures. It appears, 
however, that the present unsatisfactory situation could have 
been improved by the bold exercise of the Commissioner’s 
quasi-legislative powers in the issuance of regulations with the 
full cooperation and direct participation of interested business 
and professional groups as envisaged under the Administrative ; 
Procedures Act. " 
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